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STATE  TAXATION  OF  NONRESIDENTS' 
PENSION  INCOME 


THURSDAY,  JULY  22,  1993 

House  of  Representatives, 
Subcommittee  on  Economic  and  Commercial  Law, 

Committee  on  the  Judiciary, 

Washington,  DC. 
The  subcommittee  met,  pursuant  to  notice,  at  10:19  a.m.,  in  room 
2141,  Raybum  House  Office  Building,  Hon.  Jack  Brooks  (chairman 
of  the  subcommittee)  presiding. 

Present:  Representatives  Jack  Brooks,  Rick  Boucher,  Robert  C. 
Scott,  David  Mann,  Melvin  L.  Watt,  Hamilton  Fish,  Jr.,  Elton 
Gallegly,  Charles  T.  Canady,  Bob  Inglis,  Bob  Goodlatte,  and  Carlos 
J.  Moorhead. 

Subcommittee  staff  present:  Cynthia  W.  Meadow,  counsel; 
George  P.  Slover,  assistant  counsel;  Perry  Apelbaum,  assistant 
counsel;  Carrie  Bedwell,  assistant  counsel;  Catherine  S.  Cash,  re- 
search assistant;  Deloris  L.  Cole,  office  manager;  full  committee: 
Jonathan  R.  Yarowsky,  general  counsel;  Alan  F.  Coffey,  minority 
chief  counsel;  Roger  T.  Fleming,  minority  counsel;  and  Mary 
Margaret  Adams,  Ed  Robertson,  and  Brandon  West,  interns. 

OPENING  STATEMENT  OF  CHAIRMAN  BROOKS 

Mr.  Brooks.  The  subcommittee  will  come  to  order. 

Today,  the  subject  of  the  hearing  is  "State  Taxation  of  Non- 
residents' Pension  Income" — a  matter  about  which  retirees  and  cer- 
tain taxing  States  have  become  increasingly  vocal  in  recent  years. 

State  taxation  of  nonresident  pension  income  presents  a  number 
of  important  public  policy  issues.  The  States  have  long  chosen  to 
defer  taxation  of  pension  contributions  and  earnings  until  retire- 
ment distributions  are  made.  To  the  extent  the  retiree  remains  a 
resident  of  the  State  where  the  pension  was  earned,  no  problems 
are  presented.  If  the  retiree  chooses  to  relocate  to  another  State, 
however,  a  number  of  complications  can  arise. 

For  instance,  in  cases  where  States  have  pursued  a  policy  of 
seeking  to  collect  pension  taxes  from  retirees  who  have  moved  to 
other  States,  this  practice  has  been  challenged  on  fairness  grounds 
and  raises  a  number  of  logistical  and  administrative  concerns. 
These  problems  are  only  compounded,  some  would  say  to  a  crisis 
level,  when  more  than  one  State  seeks  to  tax  the  same  pension  in- 
come. 

Many  retirees  have  labeled  State  efforts  to  tax  pensions  earned 
by  out-of-State  retirees  no  less  than  taxation  without  representa- 
tion. States,  in  turn,  have  answered  these  charges  by  asserting 
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that  they  are  merely  upholding  the  principle  of  "tax  neutrality," 
since  the  same  taxes  are  levied  on  pensioners  who  do  not  choose 
to  relocate. 

Today's  hearing  offers  the  subcommittee  its  first  opportunity  to 
move  beyond  the  rhetoric  and  to  scrutinize  closely  the  facts,  includ- 
ing State  pension  tax  procedures,  potential  legal  restrictions,  and 
alternative  sources  of  revenue  available  to  the  States. 

The  subcommittee  will  hear  from  a  broad  range  of  witnesses,  rep- 
resenting different  perspectives  on  this  important,  yet  volatile,  pol- 
icy debate.  We  welcome  all  of  you  and  look  forward  to  your  testi- 
mony. 

This  morning  we  welcome  Senator  Harry  Reid  and  Congress- 
women  Jolene  Unsoeld  and  Barbara  Vucanovich,  who  have  spoken 
with  eloquence  on  the  need  to  protect  retirees  from  undue  taxation 
on  pensions  and  have  sponsored  legislation  that  would  limit  States' 
ability  to  assess  taxes  on  nonresidents'  pension  income. 

Senator  Reid,  U.S.  Senator  from  the  State  of  Nevada,  has  served 
in  the  Senate  with  distinction  since  his  election  in  1986.  He  spon- 
sored S.  235. 

Congress  woman  Jolene  Unsoeld  of  Olympia  represents  the  Third 
District  of  Washington  with  what  we  should  fairly  call  persistence 
and  vigor  since  her  election,  and  she  is  here  to  testify  on  her  bill, 
H.R.  546. 

Barbara  Vucanovich  represents  the  Second  District  of  Nevada. 
She  has  been  here  for  some  years  now  and  has  spent  most  of  her 
time  working  on  this  legislation — and  part  of  it  working  on  me  and 
Ham  Fish.  Her  bill  is  H.R.  702. 

It  is  a  pleasure  to  have  you  all.  In  the  interest  of  time,  I  am  get- 
ting everybody's  position  put  in  the  record — the  professional  wit- 
nesses and  you  and  other  members.  We  ask  you  to  limit  your  re- 
marks to  2  or  3  minutes,  so  we  can  proceed.  Prior  to  that,  Senator, 
I  would  like  to  recognize  Congressman  Ham  Fish. 

Mr.  Fish,  Very  briefly,  Mr.  Chairman.  I  welcome  our  witnesses 
here  this  morning  and  thank  them  for  being  with  us  today. 

Although  the  issue  of  State  taxation  of  nonresident  pension  in- 
come is  not  a  new  one  to  the  Congress,  it  is  the  first  time  that  this 
subcommittee  has  convened  a  hearing  on  the  subject,  and  that  is 
a  very  welcome  development.  All  three  of  our  witnesses,  as  you 
mentioned,  Mr.  Chairman,  have  sponsored  legislation  in  this  area, 
and  I  know  that  for  6  consecutive  years  our  colleague  from  Nevada 
has  sponsored  legislation  on  this  important  issue.  Beginning  with 
H.R.  5276  in  the  100th  Congress,  Mrs.  Vucanovich  has  led  the  fight 
on  source  tEixation  and  I  am  pleased  that  she  could  join  us  this 
morning. 

I  believe  that  the  element  of  fairness  is  fundamental  to  any  dis- 
cussion of  source  taxation  as  it  is  being  carried  out  in  this  country 
today,  and  I  certainly  understand  the  anger  and  the  frustration  felt 
by  citizens  who  are  subject  to  this  tax.  Clearly,  Congress  has  the 
constitutional  authority  to  legislate  in  the  area  of  interstate  tax- 
ation as  H.R.  702  and  546  contemplate.  Further,  it  may  be  advis- 
able for  Congress  to  provide  some  policy  guidance  in  this  area, 
since  the  issue  affects  so  many  citizens  and  is  one  which  is  becom- 
ing the  subject  of  a  dispute  between  several  States. 


So  I  look  forward  as  you  do  to  the  testimony  of  the  witnesses  and 
will  have  questions  later.  Thank  you. 

Mr.  Brooks.  Well,  I  thank  you  very  much. 

Mr.  Moorhead,  do  you  have  an  opening  statement? 

Mr.  Moorhead.  I  have  an  opening  statement,  Mr.  Chairman. 

Mr.  Chairman,  I  have  long  advocated  the  repeal  of  a  source  tax 
that  some  States  impose  on  retirees  who  no  longer  live  within  their 
boundaries,  and  I  am  pleased  that  you  have  called  this  hearing  to 
air  this  issue  thoroughly. 

California  is  one  of  the  three  States  that  have  specific  tax  rules 
providing  for  the  taxation  of  retirement  income  of  nonresidents.  If 
an  individual  works  and  produces  income  within  the  State  of  Cali- 
fornia for  several  years,  and  then  retires  and  moves  to  another 
State,  like  Nevada  or  Florida,  California  the  State  will  attempt  to 
collect  the  tax  on  the  retiree's  pension  despite  the  fact  that  he  or 
she  is  no  longer  a  resident  of  the  State.  While  I  recognize  the  se- 
vere state  of  California's  budget,  I  do  not  believe  in  all  fairness  that 
this  additional  tax  is  justified. 

Retirees  on  fixed  incomes  should  be  allowed  to  live  comfortably 
without  worries  of  being  unfairly  taxed  by  a  State  where  they  no 
longer  live,  vote,  or  receive  benefits.  It  is  obvious  that  the  State 
that  they  live  in  is  going  to  try  to  collect  the  tax  on  that  very  same 
income  too,  so  they  may  end  up  paying  two  State  income  taxes  on 
the  same  income. 

Recently,  a  police  retiree  from  my  district,  who  now  lives  in  the 
State  of  Washington,  notified  me  that  he  had  his  pension  check 
stopped  by  the  California  Franchise  Tax  Board  and  that  subse- 
quent pension  checks  were  to  have  25  percent  withheld  until  a 
back  tax  bill  in  the  amount  of  approximately  $33,000  was  satisfied. 
I  don't  think  that  this  practice  should  be  allowed  to  continue. 

I  am  currently  a  cosponsor  of  H.R.  702,  Congresswoman  Vucano- 
vich's  legislation,  providing  that  no  State  may  impose  an  income 
tax  on  the  qualified  pension  income  of  any  individual  who  is  not 
a  resident  or  domiciliary  of  the  State.  I  cosponsored  similar  legisla- 
tion in  the  last  Congress,  and  I  am  pleased  that  this  subcommittee 
is  finally  moving  forward  on  this  issue. 

The  number  of  senior  citizens  affected  by  this  unfair  tax  contin- 
ues to  grow  rapidly.  If  this  tax  is  not  prohibited,  or  at  least  re- 
stricted in  its  scope,  the  economic  impact  on  our  retirees  will  be 
catastrophic.  There  is  no  question  but  the  Congress  has  the  con- 
stitutional authority  to  legislate  in  this  area.  It  is  a  matter  of  inter- 
state commerce  and  the  issue  is  becoming  a  source  of  dispute  be- 
tween several  States. 

I  hope  this  hearing  will  provide  us  an  ample  record  to  pass  legis- 
lation on  to  the  full  House  for  consideration. 

Thank  you,  Mr.  Chairman. 

Mr.  Brooks.  You  are  welcome  very  much. 

Mr.  Scott,  the  gentleman  from  Virginia. 

Mr.  Scott.  Thank  you,  Mr.  Chairman.  I  will  just  make  a  brief 
remark.  I  think  it  is  obvious  that  source  taxation  is  legal,  according 
to  all  the  cases  that  have  been  decided.  The  question  is  whether 
or  not  it  is  fair  and  whether  or  not  you  can  apply  the  tax  in  any 
kind  of  equitable  fashion. 


I  did  a  little  research  in  Virginia  and  everybody  I  talked  to  gave 
a  different  answer.  I  think  the  final  answer  we  got  is  that  some 
Virginia  retirees  are  taxed  once  in  Virginia;  some  are  taxed  twice, 
once  in  Virginia  and  once  in  a  source  State;  some  are  taxed  once 
and  maybe  a  little,  once  in  Virginia,  once  in  the  source  State,  but 
protected  by  a  tax  credit,  depending  on  whether  or  not  there  is 
some  reciprocity. 

I  would  imagine  that  most  people  are  in  a  situation  where  they 
only  pay  if  they  get  caught,  and  then  you  have  got  the  back  taxes, 
penalties,  interest,  and  everything  else,  where  they  are  put  into  fi- 
nancial ruin  by  getting  caught  and  everybody  else  is  getting  away 
with  it. 

I  would  hope  that  we  could  do  something  in  this  area,  and  I  am 
delighted  to  participate  in  the  hearing. 

Thank  you  very  much. 

Mr.  Brooks.  Mr.  Canady,  the  gentleman  from  Florida. 

Mr.  Canady.  Thank  you,  Mr.  Chairman.  I  am  very  pleased  we 
are  conducting  this  hearing  today.  This  is,  of  course,  a  very  impor- 
tant issue  to  us  in  Florida  because  of  the  large  number  of  retirees 
who  live  in  our  State.  I  believe  that  this  tax  burden  is  a  burden 
that  they  should  not  have  to  bear.  I  am  very  pleased  with  these 
legislative  proposals,  and  I  hope  that  this  hearing  will  serve  as  the 
prelude  to  some  positive  legislative  action  to  address  this  unfair 
burden  that  is  placed  on  retirees  in  Florida  and  other  States. 

Thank  you. 

Mr.  Brooks.  Senator  Reid.  The  gentleman  is  recognized. 

STATEMENT  OF  HON.  HARRY  REID,  A  SENATOR  IN  CONGRESS 
FROM  THE  STATE  OF  NEVADA 

Mr.  Reid.  Thank  you,  Mr.  Chairman.  I  appreciate  very  much 
your  holding  this  hearing.  And,  even  though  I  don't  often  com- 
pliment Republicans,  I  would  like  to  extend  my  public  appreciation 
to  Congressman  Moorhead  for  his  statement.  Those  of  us  in  the 
West  receive  most  of  our  heartburn  on  this  issue  from  the  State  of 
California,  and  I  think  it  shows  a  lot  of  courage  for  you  to  come 
out  so  openly  in  support  of  this  fairness,  and  I  appreciate  it. 

But  it  also  raises  another  point.  Last  year  a  majority  of  the 
Members  of  the  House  of  Representatives  supported  this  legisla- 
tion, and  a  large  number  of  Members  from  California  were  among 
those  supporters.  I  think  it  speaks  well  of  this  body. 

We  know  that  retirees  in  every  State  may  be  forced  to  pay  taxes 
on  pensions  drawn  in  States  where  they  spent  their  working  years, 
despite  the  fact  they  no  longer  are  present  to  participate  in  the  pro- 
grams which  their  taxes  are  Amding.  The  vast  majority  of  people 
affected  by  these  unfair  practices,  this  unfair  practice  in  particular, 
are  on  fixed  incomes.  Yet  they  are  paying  taxes  on  their  pension 
incomes  to  States  where  they  don't  benefit  from  the  public  infra- 
structure and  services  their  taxes  fund. 

For  example,  they  don't  benefit  from  roads,  bridges,  public  parks, 
medical  programs,  senior  citizen  centers,  and  other  such  things. 
They  don't  even  vote  in  the  State  that  is  taxing  them.  As  indicated 
by  Mr.  Moorhead  and  the  chairman,  it  is  basically  a  situation  of 
taxation  without  representation.  You  will  likely  hear  from  many 


cases  of  seniors  in  this  country  where  they  have  had  their  wages 
garnished  or  some  similar  travesty  has  occurred. 

I  ask  unanimous  consent,  Mr.  Chairman,  that  my  full  statement 
be  made  part  of  the  record,  and  also  that  I  be  allowed  to  submit 
a  statement  on  behalf  of  Congressman  Bilbray  and  Senator  Bryan. 

Mr.  Chairman,  I  hope  that  this  matter  can  be  resolved.  We  came 
close  to  doing  that  this  last  year.  In  fact,  as  everyone  here  will  re- 
call, this  legislation  passed  the  Senate  on  two  previous  occasions. 

There  would  be  no  cost  to  the  Federal  Government  if  this  passed 
the  Congress  and  was  signed  by  the  President. 

I  thank  you  very  much.  Chairman  Brooks,  for  allowing  me  to  ap- 
pear here  today.  I  would  also  ask  your  permission  if  I  could  be  ex- 
cused, unless  you  have  questions. 

Mr.  Brooks.  Well,  we  very  much  appreciate  your  coming  here. 
We  welcome  your  testimony  and  appreciate  your  presence.  Thank 
you. 

[The  prepared  statement  of  Mr.  Reid  follows:] 


STATEMENT  OF  SENATOR  HARRY  RE ID 

BEFORE  THE  HOUSE  SUBCOMMITTEE  ON 
ECONOMIC  AND  COMMERCIAL  LAW 
COMMITTEE  ON  THE  JUDICIARY 

July  22,  1993 
******♦♦*♦*♦*♦♦*♦*♦♦♦**♦♦♦**♦*♦♦*♦**♦*****♦♦*♦•***♦♦**♦*♦♦♦♦«♦*♦* 

Mr.  Chairman,  and  Members  of  the  Subcommittee,  I  am  very 
pleased  that  you  have  decided  to  hold  a  hearing  on  legislation  to 
eliminate  the  unfair  practice  of  source  taxing  the  pension  income 
of  nonresidents.   I  would  especially  like  to  thank  you,  Mr. 
Chairman,  for  following  through  on  your  commitment  last  year  to 
hold  hearings  on  this  issue.   It  is  legislation  in  which  all 
Americans  have  a  stake  and,  in  turn,  a  matter  in  which  all 
Members  of  Congress  have  a  stake. 

As  the  situation  exists  today,  retirees  in  every  state  may 
be  forced  to  pay  taxes  to  states  where  they  do  not  reside.   The 
retirees  pay  taxes  on  pensions  drawn  in  the  states  where  they 
spent  their  working  years,  despite  the  fact  that  they  are  no 
longer  present  to  participate  in  the  programs  which  their  taxes 
are  funding.   They  do  not  participate  in  medical  assistance 
programs,  senior  centers,  nor  do  they  use  the  roads  or  public 
parks  that  these  taxes  are  helping  to  fund.   Most  important  of 
all,  they  don't  even  get  to  vote  in  their  former  state  of 
residence  —  yet  they  still  pay  taxes  to  these  states.   It  has 
been  said  many  times,  and  I  would  agree  —  this  is  taxation 
without  representation. 

I  would  like  to  relate  to  my  colleagues  an  example 
illustrating  the  inequity  of  the  practice  of  source  taxing 
pension  incomes  on  nonresidents.   The  story  I  tell  is  what 


happened  to  a  Nevada  citizen,  but  it  could  be  happening  in  any 
state. 

An  older  woman  who  lives  in  Fallon,  Nevada,  has  an  annual 
income  of  between  $12,000  and  $13,000  a  year.   She  is  not  rich, 
but  she  is  surviving.   One  day  the  mail  carrier  delivers  a  notice 
from  California  that  says  she  owes  taxes  on  her  pension  income 
from  California,  plus  the  penalties  and  interest  on  those  taxes. 
She  cannot  believe  it,  but  being  an  honest  person,  she  tells 
California  that  she  has  never  paid  these  taxes  in  the  past  and 
asks  why  she  is  being  assessed  at  this  time.   Mr.  President,  to 
make  a  long  story  short,  the  California  Franchise  Tax  Board  went 
back  to  1978  and  calculated  her  tax  debt  to  be  about  $6,000.   Mr. 
President,  this  woman's  income  is  only  $12,000  per  year. 

Mr.  Chairman,  most  citizens  pay  their  taxes  honestly  and 
without  too  much  complaining,  but  when  they  are  taxed  by  a  state 
where  they  do  not. reside,  they  begin  to  get  upset  with  the 
system.   I  would  like  to  pass  on  another  case  that  illustrates 
the  problem. 

In  1971  a  Washington  state  resident  went  to  work  at  a 
Federal  penitentiary  on  McNeil  Island,  Washington.   In  the  late 
'70's  the  Bureau  of  Prisons  began  closing  the  facility  and 
reducing  the  staff.   That  left  this  man  with  two  choices.   He 
could  resign  and  give  up  nine  years  toward  retirement  or  transfer 
to  a  Federal  center  in  San  Diego.   He  chose  the  latter  and  went 
to  work  in  California  for  the  Bureau  of  Prisons. 

When  this  gentleman  retires  he  plans  on  returning  to  the 
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state  of  Washington  where  he  still  ovms  a  home.   He  wants  to  be 
near  his  children  and  grandchildren,  as  they  still  reside  in 
Washington. 

The  State  of  Washington  has  no  state  income  tax,  however 
this  man  learned  that  he  will  be  subject  to  California's  source 
tax  on  his  pension  income  when  he  returns  to  Washington.   This 
man  was  prodded  by  the  system  to  move  to  California  because  the 
Federal  government  closed  down  the  prison  where  he  worked.   In 
order  to  maintain  his  income  and  continue  building  his  pension  — 
he  moved.   Always  intending  to  move  back  to  Washington.   Needless 
to  say,  he  is  angry.   Let  me  read  to  you  an  excerpt  from  his 
letter  to  me.   I  quote: 

"The  so-called  source  tax  appears  to  be  grossly  illegal 
and  contrary  to  the  rights  guaranteed  by  our 
constitution.   That  being  the  case,  I  am  amazed  that 
our  Congress  does  not  take  immediate  action  to  abolish 
such  totally  illegal  state  levies.   I  am  sure  you 
understand  that  people  employed  by  the  federal 
government  could  serve   in  numerous  states  throughout 
their  careers  before  retiring  to  their  home  states.   It 
is  absolutely  ridiculous,  insidious  and  downright 
illegal  for  those  states  to  levy  an  income  tax  against 
a  non-resident.   It  is  mind-boggling  that  a  federal 
retiree  (or  any  other  retiree)  living  in  a  state  that 
has  no  income  tax  could  be  paying  income  tax  to  as  many 
as  13  other  states." 


He  continues : 

"...(Couple  this  tax)  with  the  ridiculously  high  cost 
of  medical  care,  hospitalization  and  other  fast-rising 
consumer  costs,  and  it  should  be  quite  evident  that 
people  will  not  be  able  to  survive  on  retirement 
incomes . " 

Mr.  Chairman,  this  issue  was  brought  to  my  attention  several 
years  ago  by  a  gentleman  from  Nevada  that  will  be  testifying  here 
today.   Bill  Hoffman  told  me  about  the  cases  above  and  many 
others.   Bill  informed  me  that  retirees  were  being  harassed  by 
their  former  states  because  of  this  tax,  commonly  called  a  source 
tax.   In  fact,  he  had  heard  so  many  complaints  that  eventually  he 
and  his  wife,  Joanne,  began  organizing  the  people  that  were 
effected.   Eventually,  they  formed  a  group  known  as  Retirees  to 
Eliminate  State  Income  Source  Tax  (RESIST). 

RESIST  was  founded  in  July  of  1988  in  Carson  City,  Nevada. 
In  the  less  than  four  years  since  its  beginning,  RESIST 
membership  has  grown  to  tens  of  thousands  of  members.   It 
includes  members  in  every  state  of  the  Union.   It  is  truly  a  non- 
profit, nonpartisan,  grass  roots  organization.   It  operates 
entirely  through  the  work  of  volunteers  --  no  members  are 
salaried. 

The  credibility  of  this  group  has  convinced  other  long- 
established  organizations,  such  as  the  National  Association  of 
Retired  Federal  Employees  (NARFE),  the  National  Association  for 
Uniformed  Services  with  60,000  members,  and  the  Fund  for  Assuring 
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an  Independent  Retirement  (FAIR)  to  make  a  conunitment  to  the 
prohibition  of  the  source  tax  on  pension  income. 

In  the  beginning,  this  issue  affected  mostly  retired 
government  employees  because  of  easy  access  to  their  records . 
However,  as  economic  times  become  tougher  and  state  budgets  are 
straining  for  revenues,  the  source  tauc  is  becoming  an  ever  more 
popular  revenue.   As  an  example,  I  have  copies  of  letters  from 
Ford  and  Rockwell  that  were  sent  to  their  retired  employees 
telling  them  that  they  must  report  tax  liabilities  in  those 
states  that  collect  the  source  tax.   Other  companies  are 
following  suit.   As  a  result  the  American  Payroll  Association  has 
also  joined  the  coalition  that  wants  to  prohibit  this  tax. 

The  American  Payroll  Association  represents  almost  10,000 
Payroll  Professionals.   Payroll  Professionals  are  responsible  for 
issuing  approximately  four  billion  paychecks  a  year  to  the  over 
100  million  people  in  the  United  States  work  force.   Let  me  tell 
you  what  they  have  to  say  about  the  source  tax.   I  quote, 
"In  instances  where  an  employee  has  worked  in  several 
states  during  his  or  her  career,  employers  will  not 
have  adequate  records  to  identify  the  earnings  or  years 
an  employee  was  employed  in  a  particular  state. 
Without  this  information  it  will  be  impossible  to 
determine  an  equitable  calculation  of  the  portion  of 
pension  that  would  be  taxable  in  a  particular  state. 
Any  attempt  at  developing  the  ability  to  determine  this 
through  computer  systems  would  be  very  expensive." 
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We  are  all  aware  of  the  increased  mobility  that  Americans 
have  come  to  know.   Many  people  today  plan  to  retire  in  places 
other  than  the  area  they  work.   The  recent  growth  of  Nevada  is 
ample  evidence  of  this .   There  are  many  reasons  for  it .   People 
might  want  to  live  in  a  warmer  climate.   Or,  possibly  their 
families  have  moved  and  they  want  to  join  them.   Whatever  the 
reason,  they  spend  their  working  years  saving  enough  to  be  able 
to  move  to  their  chosen  area.   You  can  imagine  their  shock  and 
then  dismay  when  they  receive  a  notification  that  back  taxes, 
along  with  interest  and  penalties,  are  owed  to  their  old  state  of 
residence.   The  shock  is  from  a  tax  for  which  they  receive  no 
services  and  no  representation.   The  dismay  from  the  inability  to 
pay  a  sometimes  enormous  tax  debt  when  one  lives  on  a  fixed 
income . 

To  prohibit  this  unethical  practice,  I  have  introduced 
legislation  in  the  Senate  along  with  Senator  Bryan. 
Congresswomen  Vucanovich  and  Unsoeld  have  introduced  identical 
legislation  in  the  House.   These  bills  will  prohibit  states  from 
taxing  pensions  or  retirement  income  of  non-residents.   Last 
year,  during  the  Senate  consideration  of  H.R.  4210,  I  offered  an 
amendment  similar  to  this  legislation  which  was  adopted  to  that 
bill  by  almost  a  two  to  one  margin.   At  that  time  there  was 
concern  that  my  amendment  would  open  up  loopholes  for  the  very 
wealthy  to  avoid  paying  state  income  taxes.   Since  then,  I  have 
worked  hard  to  address  the  concerns  of  some  of  my  colleagues . 
The  resulting  legislation  was  included  in  the  Senate  version  of 
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H.R.  11  as  it  was  reported  out  of  the  Finance  Committee  in  the 
102nd  Congress.   That  amendment  is  virtually  identical  to  the 
legislation  before  this  Subcommittee  today.   As  drafted,  it  would 
preclude  a  state  from  taxing  pension  income  of  a  nonresident  if 
that  pension  income  is  in  one  of  the  plans  listed  in  the  bill  as 
defined  by  the  tax  code. 

State  budgets  are  experiencing  economic  hard  times.   It 
seems  like  every  week  I  read  or  hear  of  another  state  that  is 
either  laying  off  state  employees  or  increasing  taxes,  or  both. 
It  won't  take  long  for  states  to  realize  that  taxing  someone  from 
another  state  is  an  easy  way  to  increase  revenues  without  paying 
the  political  price.   In  other  words,  unless  this  legislation  is 
passed,  you  can  be  sure  that  more  and  more  states  will  begin  to 
impose  this  unfair  tax  for  which  no  one  is  held  accountable. 

Mr.  Chairman,  the  federal  government  is  also  experiencing  a 
belt  tightening  in  relation  to  our  spending  habits.   This 
legislation  would  result  in  no  cost  to  the  federal  government. 
In  addition,  I  would  like  to  point  out  that  there  are  23 
cosponsors  to  the  Senate  bill. 

I  thank  you  for  the  opportunity  to  appear  before  this 
Subcommittee . 
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Mr.  Brooks.  Mrs.  Unsoeld. 

STATEMENT  OF  HON.  JOLENE  UNSOELD,  A  REPRESENTATIVE 
IN  CONGRESS  FROM  THE  STATE  OF  WASHINGTON 

Mrs.  Unsoeld.  Thank  you.  Two  hundred  seventeen  years  ago  we 
founded  a  nation  on  the  ideals  of  freedom  and  personal  liberties, 
and  on  the  firm  belief  that  taxation  without  representation  by  the 
King  of  England  was  the  sort  of  tyranny  that  had  no  place  in  a  free 
society.  Today,  we  are  here  to  talk  about  a  different  kind  of  tax- 
ation without  representation  practiced  by  a  handful  of  States  that 
blatantly  disregard  the  right  of  people  to  live  where  they  want  and 
enjoy  the  pensions  they  have  earned  from  a  lifetime  of  work. 

Thank  you,  Mr.  Chairman,  for  holding  this  hearing.  I  am  most 
appreciative.  Members  of  the  committee,  the  testimony  you  hear 
today  will  demonstrate  why  this  is  an  issue  to  which  this  sub- 
committee should  devote  some  of  its  valuable  time. 

We  don't  know  the  exact  number  of  people  who  are  currently 
paying  source  taxes,  but  we  do  know  some  of  the  most  egregious 
examples  of  where  it  has  been  applied.  One  of  the  most  striking  in- 
stances was  the  one  that  Mr.  Moorhead  specifically  brought  to  our 
attention  in  his  opening  statement — the  case  of  Howard  Smith.  But 
I  think  that  is  only  the  tip  of  the  iceberg,  and  I  am  concerned  that 
as  advances  in  computer  technology  have  taken  place  it  portends 
a  future  with  millions  of  Howard  Smiths,  where  he  is  being  asked 
to  fork  up  a  $27,000  arrears  in  tax  payment  as  determined  by  the 
State  of  California. 

We  are  becoming  an  even  more  mobile  society,  with  individuals 
moving  from  job  to  job  and  such  job  changes  lead  to  residences  in 
a  number  of  States.  Imagine  having  to  divide  one  pension  among 
three  or  four  States,  and  imagine  having  to  file  different  earnings 
returns  for  each  State.  Imagine  having  to  pay  taxes  to  each. 

As  more  and  more  States  face  difficult  financial  futures,  we  can 
expect  to  see  even  more  States  impose  the  source  tax  unless  we  put 
an  end  to  it.  I  hope  this  subcommittee  will  be  convinced  by  the  tes- 
timony offered  here  today. 

Mr.  Chairman,  I  recognize  that  it  is  a  very  difficult  issue  and  not 
easily  resolved.  But  I  believe  this  chairman  and  his  ranking  com- 
mittee member  and  this  committee  is  up  to  that  challenge. 

Thank  you  very  much.  And  I  would  ask  to  have  my  full  testi- 
mony included. 

Mr.  Brooks.  Without  objection,  all  the  testimony  will  be  in- 
cluded, and  I  appreciate  your  confidence. 

[The  prepared  statement  of  Mrs.  Unsoeld  follows:] 


14 


Statement  by  the  Honorable  Jolene  L'nsoeld  (D-WA) 

Hearing  by  the  House  Judiciary  Subcommittee  on 

Economic  and  Commercial  Law 

On  "Source  Taxes" 

July  22,   1993 

Two-hundred  and  seventeen  years  ago,  we  founded  a  nation  on  the  ideals  of 
freedom  and  personal  liberties  ~  and  on  the  firm  belief  that  taxation  without  representation 
by  the  King  of  England  was  the  sort  of  tyranny  that  had  no  place  in  a  free  society.  Today, 
we  are  here  to  talk  about  a  different  kind  of  taxation  without  representation,  practiced  by  a 
handful  of  states  that  blatantly  disregard  the  right  of  people  to  live  where  they  want  and 
enjoy  the  pensions  they've  earned  from  a  lifetime  of  work. 

Mr.  Chairman,  thank  you  for  holding  this  hearing.  I  am  most  appreciative. 
Members  of  the  comminee,  the  testimony  you  hear  today  will  demonstrate  why  this  is  an 
issue  to  which  the  subcommittee  should  devote  some  of  its  valuable  time. 

I  represent  Washington  State,  one  of  only  seven  states  in  the  nation  that  does  not 
impose  a  broad  based  income  tax  on  its  citizens.  Many  retirees  choose  Washington  State 
for  a  retirement  home,  not  only  for  its  natural  beauty,  but  for  its  lack  of  an  income  tax.  It  is 
some  of  these  citizens  who  first  raised  the  issue  of  the  "source  tax"  with  me.  After  having 
moved  to  Washington  State,  a  number  of  them  suddenly  found  themselves  subject  to 
taxation  on  their  pension  income  from  the  state  they  left.  Quite  naturally,  most  of  them 
viewed  this  as  "taxation  without  representation."  These  individuals  no  longer  have  any 
ballot  box  rights  to  influence  the  political  system  of  their  former  state.  They  no  longer  use 
that  states  public  safety  services,  utilities,  or  roads.  Why  should  they  be  asked  to  pay  that 
tax  burden? 

We  don't  know  the  exact  number  of  people  who  are  currendy  paying  source  taxes. 
Perhaps  we  will  get  some  answer  to  tiiat  question  today  from  the  State  of  California, 
apparently  the  most  aggressive  of  source  taxing  states. 

However,  we  do  know  that  many  retirees  are  currently  feeling  the  very  real 
pressure  of  the  source  taxes.  One  of  the  best  examples  is  Howard  Smith,  who  retired  from 
-  the  Los  Angeles  Police  Department  in  1974  and  moved  to  the  San  Juan  Islands  in 
Washington  State.  In  1988.  the  California  State  Franchise  Tax  Board  notified  Mr.  Smith 
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of  his  failure  to  pay  source  taxes  and  assessed  him  taxes,  along  with  interest,  back  to  1983. 
Mr.  Smith  didn't  think  the  tax  was  fair  and  refused  to  pay  it.  Earlier  this  year  the  State  of 
California  seized  one  of  his  monthly  pension  checks  and  announced  it  would  withhold  259c 
of  all  subsequent  checks  until  his  liability  of  approximately  $27,000  has  been  recovered. 

My  fear  is  that  Mr.  Smith  and  others  like  him  will  prove  to  be  only  the  tip  of  the 
iceberg  unless  we  outlaw  the  source  tax.  Advances  in  computer  technology  ponend  a 
future  with  millions  of  Howard  Smiths.  We  are  becoming  an  ever  more  mobile  society, 
with  individuals  moving  from  job  to  job.  Such  job  changes  often  lead  to  residences  in  a 
number  of  states.  Imagine  having  to  divide  one  pension  income  among  three  or  four  states. 
Imagine  having  to  file  different  earnings  returns  for  each  state.  Imagine  having  to  pay  taxes 
to  each.  As  more  and  more  states  face  difficult  financial  futures,  we  can  expect  to  see  even 
more  states  impose  the  source  tax  unless  we  put  it  to  an  end. 

I  hope  that  this  subcommittee  will  be  convinced  by  the  testimony  offered  here  today 
to  end  this  unfair  and  discriminatory  practice. 
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Mr.  Brooks.  Mrs.  Vucanovich. 

STATEMENT  OF  HON.  BARBARA  F.  VUCANOVICH,  A 
REPRESENTATIVE  IN  CONGRESS  FROM  THE  STATE  OF 
NEVADA 

Mrs.  Vucanovich.  Thank  you  very  much,  Mr.  Chairman.  I  ask 
unanimous  consent  that  my  full  statement  be  made  a  part  of  the 
record. 

Mr.  Brooks.  Without  objection,  so  ordered,  and  the  gentlewoman 
will  proceed. 

Mrs.  Vucanovich.  Mr.  Chairman,  Mr.  Fish,  members  of  the  com- 
mittee: I  certainly  want  to  thank  you  for  holding  this  hearing  on 
the  source  tax  issue.  As  most  of  you  know,  I  was  the  first  Member 
of  Congress  to  introduce  legislation  to  stop  the  tax  tentacles  of 
other  States  from  sneaking  across  borders  to  seek  out  retirees. 

Back  in  the  100th  Congress  I  introduced  a  bill  to  prohibit  this 
unfair  practice  of  taxing  nonresidents'  pension  income,  and  I  have 
introduced  similar  legislation  in  each  subsequent  Congress.  This 
year  I  have  introduced  H.R.  702,  which  currently  has  102  cospon- 
sors. 

Mr.  Chairman,  the  source  tax  is  oppressive,  unfair  and  discrimi- 
natory. It  amounts  to  taxation  without  representation,  as  has  been 
pointed  out  here  today.  Thousands  of  senior  citizens  and  retirees 
across  the  country  are  being  sent  tax  bills  by  States  whose  intent 
is  to  fill  their  State  coffers.  I  think  it  is  unfair  that  these  people 
are  being  taxed  by  States  where  they  receive  no  benefits  and  can- 
not vote. 

Retirees  on  fixed  incomes  should  live  comfortably,  without  wor- 
ries of  being  unfairly  taxed  in  their  golden  years.  My  State  of  Ne- 
vada has  a  law  which  exempts  property  in  Nevada  from  execution 
for  failure  to  pay  income  tax  to  other  States  on  benefits  received 
from  pension  or  retirement  funds.  The  statute  does  not  invalidate 
another  State's  source  tax.  It  merely  prevents  collection  by  placing 
a  lien  on  the  individual's  property  located  in  Nevada. 

Mr.  Chairman,  I  was  happy  to  learn  that  your  State  of  Texas  re- 
cently passed  similar  legislation  along  with  Washington,  Florida, 
Colorado,  and  Louisiana.  I  would  like  to  point  out  that  a  recent 
CRS  study  concluded  if  Congress  should  decide  that  as  a  matter  of 
sound  public  policy  allowing  the  States  to  tax  nonresidents'  pension 
income  is  undesirable  it  likely  has  the  constitutional  authority  to 
enact  preemptive  legislation  forbidding  such  taxation. 

Mr.  Chairman,  I  think  it  is  time  that  we  did  just  that.  The  Bos- 
ton Tea  Party  and  the  Revolution  occurred  because  of  unreasonable 
taxation  without  representation.  Congress  must  resolve  this  situa- 
tion as  soon  as  possible.  Our  seniors  and  retirees  deserve  no  less. 

If  this  tax  is  not  prohibited,  or  at  least  restricted  in  scope,  the 
economic  impact  on  the  people  in  the  country  will  be  tragic. 

Finally,  Mr.  Chairman,  I  would  like  to  welcome  Mr.  Bill  Hoff- 
man, a  constituent  of  mine  from  Carson  City,  NV.  Bill  along  with 
his  wife  Joanne  founded  the  RESIST  organization — Retirees  to 
Eliminate  State  Income  Source  Tax — and  they  have  worked  tire- 
lessly for  just  this  cause. 

Thank  you,  Mr.  Chairman,  for  the  opportunity  to  participate. 
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Mr.  Brooks.  Thank  you  very  much  for  your  comments.  And 
thank  you,  Jolene.  We  are  deHghted  to  have  you  all  here,  and  we 
will  continue  to  work  on  this  problem. 

[The  prepared  statement  of  Mrs.  Vucanovich  follows:] 

S'ta^eaent.  by  the  Honorable  Barbara  F.  Vucanovich 

Mr.  Chairman,  thank  you  for  holding  this  hearing  on  the  source  tax 
issue.   As  you  know,  I  was  the  first  Member  of  Congress  to  introduce 
legislation  to  stop  the  tax  tentacles  of  other  states  from  snaking 
across  borders  to  seek  out  retirees.   Back  in  the  100th  Congress  I 
introduced  a  bill  to  prohibit  this  unfair  practice  of  taxing 
non-residents'  pension  income  and  have  introduced  similar  legislation 
in  each  subsequent  Congress.   This  year  I  have  introduced  H.R.  702 
which  currently  has  over  100  cosponsors.   I  was  encouraged  in  the 
102nd  Congress  by  the  fact  that  my  bill,  H.R.  431,  had  over  200 
cosponsors,  and  that  last  year's  tax  bill,  H.R.  11,  contained  language 
which  addressed  the  source  tax  issue. 

H.R.  702  will  exempt  a  distribution  from  a  qualified  pension  plan  from 
state  income  tax  if  the  individual  receiving  the  distribution  is  not  a 
resident  of  the  state.   In  addition,  the  provision  precludes  a  state 
from  taxing  pension  income  of  a  non-resident  only  if  that  pension 
income  is  in  a  plan  defined  in  the  bill,  in  order  to  close  any 
loopholes  for  the  very  wealthy  to  avoid  paying  state  income  taxes.   In 
other  words,  the  bill  relieves  those  retirees  who  are  in  qualified 
pension  plans  (those  who  receive  monthly  payments)  from  source  tax. 
Those  people  who  receive  lump-sum  payments  would  be  able  to  defer  the 
first  $25,000  of  their  payment  from  the  source  tax.   H.R.  702  will  not 
place  any  cost  on  the  Federal  Government. 

Mr.  Chairman,  the  source  tax  is  oppressive,  unfair  and  discriminatory. 
It  amounts  to  taxation  without  representation.   Thousands  of  senior 
citizens  and  retirees  across  the  country  are  being  sent  tax  bills  by 
states  whose  intent  is  to  fill  their  state  coffers.   I  feel  it  is 
unfair  that  these  people  are  being  taxed  by  states  where  they  receive 
no  benefits  and  cannot  vote.   Retirees  who  had  their  incomes  taxed  the 
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first  time  around  while  employed  ought  not  be  taxed  a  second  time  on 
their  pensions  by  a  state  where  they  no  longer  live.   Retirees  on 
fixed  incomes  should  live  comfortably,  without  worries  of  being 
unfairly  taxed  in  their  golden  years. 

As  you  know,  Nevada  has  no  income  tax,  however,  this  issue  does  not 
only  concern  retirees  living  in  states  with  no  income  taxes,  it  is  an 
issue  of  concern  to  retirees  all  over  the  country.   Many  states  have 
source  tax  laws,  although  many  don't  go  after  the  pensions  of 
ex-residents.   What  is  of  concern  to  many  folks  is  that  these  states 
may  activate  the  source  tax  laws  at  any  time  they  so  desire.   Just  ask 
retirees  who  are  ex-residents  of  California  how  these  source  tax  laws 
affect  them.   California  is  the  most  aggressive  of  the  taxing  states. 
It  has  hired  collection  agencies  to  collect  unpaid  nonresident  taxes 
on  pensions.   These  agencies  harass  and  threaten  senior  citizens. 
California  includes  in  the  tax  assessment  a  55  percent  penalty  and 
daily  interest.   In  many  of  these  cases  California  was  delinquent  in 
notifying  the  taxpayers  of  the  tax  thus  creating  huge  interest 
penalties  and  a  overwhelming  tax  burden.   In  addition,  California  and 
some  of  the  other  states,  not  satisfied  with  just  taxing  the  pension, 
base  the  tax  rate  on  the  retiree's  total  income.   By  this  action,  they 
manage  to  levy  a  tax  on  the  retiree's  out-of-state  income,  too, 
whether  from  investments  or  another  job.   Simply  stated,  this  is 
"Taxation  without  Representation." 

My  State  of  Nevada  has  a  law  that  "exempts  property  in  Nevada  from 
execution  for  failure  to  pay  income  tax  to  other  states  on  benefits 
received  from  pension  or  retirement  funds."   The  statute  does  not 
invalidate  another  state's  source  tax;  it  merely  prevents  collection 
by  placing  a  lien  on  the  individual's  property  located  in  Nevada. 
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Mr.  Chairman,  I  was  happy  to  learn  that  your  State  of  Texas  recently 
passed  similar  legislation  along  with  Washington,  Florida,  Colorado 
and  Louisiana.   However,  these  laws  cannot  prevent  liens  filed  within 
the  former  state  which  ruins  the  retirees'  credit  rating. 

I  would  like  to  point  out  to  you  that  a  recent  CRS  study  concluded, 
"If  Congress  should  decide  that,  as  a  matter  of  sound  public  policy, 
allowing  the  States  to  tax  nonresidents'  retirement  income  is 
undesirable,  it  liJcely  has  the  constitutional  authority  to  enact 
preemptive  legislation  forbidding  such  taxation." 

The  prohibition  of  source  income  tax  is  supported  by  the  National  - — 
Association  of  Retired  Federal  Employees  (NARFE) ,  the  National 
Association  of  Uniformed  Services,  the  Air  Force  Association,  the  Fund 
for  Assuring  an  Independent  Retirement  (FAIR) ,  the  National  Society  of 
Public  Accountants,  the  American  Payroll  Association,  Retirees  to 
Eliminate  State  Income  Source  Tax  (RESIST),  many  AFL-CIO  labor  unions, 
including  the  American  Postal  Workers  Union,  the  Airline  Pilots 
Associations,  and  most  military  associations. 

Mr.  Chairman,  I  think  it  is  time  we  did  just  that.   The  Boston  Tea 
Party  and  the  Revolution  occurred  because  of  unreasonable  taxation 
without  representation.   Congress  must  resolve  this  situation  as  soon 
as  possible;  our  seniors  and  retirees  deserve  no  less.   If  this  tax  is 
not  prohibited  or  at  least  restricted  in  scope,  the  economic  impact 
will  be  tragic. 

Finally,  Mr.  Chairman,  I  would  like  to  welcome  Mr.  Bill  Hoffman,  a 
constituent  of  mine  from  Carson  City,  Nevada.   Bill,  along  with  his 
wife  Joanne,  founded  the  "RESIST"  organization.  Retirees  to  Eliminate 
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state  Income  Source  Tax,  and  have  worked  tirelessly  for  this  just 
cause. 


Thank  you,  Mr.  Chairman. 
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Mr.  Brooks.  We  will  now  hear  from  our  panel  of  public  wit- 
nesses. To  save  a  little  time  this  morning,  I  ask  each  witness  to 
summarize  his  statement  within  5  minutes.  Your  complete  written 
testimony  will  be  included  in  the  public  record.  Every  pristine  word 
will  go  in,  just  don't  tell  me  all  of  them. 

After  the  witnesses  have  completed  their  statements,  the  sub- 
committee will  address  questions  to  the  panel. 

The  first  witness  on  the  panel  is  Mr.  William  C.  Hoffman,  presi- 
dent of  RESIST  of  America,  from  Carson  City,  NV.  RESIST  is  an 
acronym  for  "Retirees  to  Eliminate  State  Income  Source  Tax."  Prior 
to  his  retirement,  Mr.  Hoffman  was  a  chief  scientist  at  Hughes 
Aircraft. 

Next,  we  have  Mr.  Joseph  Perkins  of  Danvers,  MA,  testifying  for 
the  American  Association  of  Retired  Persons — AARP.  He  is  on  the 
board  of  directors.  Before  retirement,  Mr.  Perkins  was  an  indus- 
trial engineer  for  Polaroid. 

The  third  panelist  is  Harley  T.  Duncan,  executive  director  for 
Federation  of  Tax  Administrators,  an  association  of  State  tax  ad- 
ministration agencies. 

Chris  Farrell  is  a  legislative  representative  of  the  National  Asso- 
ciation of  Retired  Federal  Employees. 

The  final  witness  will  be  Prof.  James  Smith,  professor  of  law  at 
the  University  of  Georgia  in  Athens.  I  note  with  some  interest  that 
he,  too,  is  an  alumnus  of  the  University  of  Texas  Law  School.  You 
survived  it. 

Gentlemen,  thank  you  for  being  with  us.  I  ask  you  to  limit  that 
oral  presentation  and  enclose  the  document.  We  will  put  it  in  the 
record. 

First,  we  will  start  with  Mr.  Hoffman.  The  gentleman  is  recog- 
nized. 

STATEMENT  OF  WILLIAM  C.  HOFFMAN,  PRESIDENT,  RESIST 
OF  AMERICA,  CARSON  CITY,  NV 

Mr.  Hoffman.  Good  morning.  Thank  you,  Mr.  Chairman,  for 
hearing  the  source  tax  issue  and  for  inviting  me  to  speak.  My  name 
is  Bill  Hoffman.  I  am  currently  president  of  RESIST  of  America, 
a  nonprofit  organization.  Its  only  goal  is  to  end  the  taxation  of  non- 
resident pensions  by  the  States.  We  are  a  grassroots  organization 
that  operates  entirely  through  unpaid  volunteers.  We  are  not,  how- 
ever, against  fair  taxation  with  representation.  Taxation  of  non- 
resident pensions  by  the  States  affects  every  American  at  every  in- 
come level,  and  it  is  a  totally  bipartisan  issue. 

Our  senior  population  faces  many  problems  and  uncertainties  as 
they  grow  older,  including  failing  health  and  shrinking  financial  re- 
sources. The  contemptible  practice  by  the  States  of  taxing  retirees 
on  nonresident  pensions  adds  significantly  to  their  burdens.  Most 
retirees  were  totally  unaware  that  their  former  States  would  tax 
them  for  the  rest  of  their  lives  without  giving  any  benefits  or 
rights.  Even  worse,  a  State  like  California  mailed  letters  in  the 
1970's  to  retirees  telling  them  that  they  did  not  owe  this  tax.  Then 
they  had  the  nerve  to  send  these  same  people  a  tax  bill  that  in- 
cludes 55  percent  in  penalties  plus  daily  interest. 

This  tax  hits  retirees  hard.  I  have  included  in  my  written  testi- 
mony four  of  the  thousands  of  examples  we  have  received  about 
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real  people  affected  by  this  unfair  tax.  The  first  case  is  the  family 
that  has  been  mentioned,  a  couple  who  was  told  they  did  not  have 
to  pay  this  tax  and  then  not  only  did  the  State  change  their  mind 
but  they  garnished  their  pension  check,  which  we  think  is  illegal. 

And  a  case  involving  double  taxation  through  intimidation.  This 
happens  to  thousands  of  seniors.  A  case  of  true  double  taxation 
which  States  say  never  happens.  And  a  case  showing  how  States 
even  go  after  retirees  with  very  low  income. 

Now,  in  my  written  testimony  I  reviewed  a  paper  in  Tax  Notes, 
"State  Taxation  of  Nonresident  Pension  Income,"  by  Walter 
Hellerstein  and  James  Charles  Smith,  both  professors  of  law  at  the 
University  of  Georgia,  and  Professor  Smith  is  testifying  today. 
There  are  comments  in  my  written  testimony  on  both  their  theo- 
retical and  practical  analyses.  But  the  following  points  must  be  ad- 
dressed now,  however. 

Hellerstein  and  Smith  claimed  that  we  would  have  a  pyrrhic  vic- 
tory for  nonresidents  if  our  bills  passed  because  the  States  would 
either  stop  deferring  the  tax  or  would  collect  it  when  the  retiree 
left  the  State.  We  don't  believe  the  States  will  stop  deferring  the 
tax  because  they  can't  predict  which  retirees  would  remain  in  the 
State.  If  they  stopped  deferring  the  tax,  they  could  not  tax  resident 
pensions.  But,  if  they  were  to  do  this,  at  least  it  is  aboveboard.  It 
would  be  fair. 

We  have  suggested  from  the  beginning  that  it  is  appropriate  for 
States  to  collect  the  tax  when  the  retirees  leave  the  State,  and  it 
is  economical  for  them  also.  The  only  provisions  they  should  be  re- 
quired to  follow  are  use  a  fair  settlement  option,  like  a  401(k),  and 
inform  those  in  the  pension  plans  about  their  State's  nonresident 
tax  policy  when  contributions  are  made  to  the  plan,  not  years  later. 

Now,  in  addition  to  our  Federal  legislation  we  have  tried  to  work 
the  problem  at  the  State  level  as  some  Congressmen  and  AARP 
suggested.  The  written  testimony  describes  our  effort  toward  this 
goal  in  detail,  but  it  was  a  failure.  We  do  have  stopgap  measures 
in  six  States  to  prevent  the  seizure  of  property  for  the  collection  of 
these  taxes.  Nevada,  Florida,  Colorado,  Louisiana,  Texas — Texas 
and  Washington  have  passed  this  legislation.  Note  some  of  these 
States  have  income  taxes.  A  number  of  other  States  are  considering 
similar  legislation.  An  economic  war  has  begun  between  the  States. 

Since  source  taxes  were  declared  constitutional  70  years  ago, 
long  before  pensions  were  common  or  even  existed,  we  can  only 
turn  to  you,  the  Congress  of  the  United  States,  because  when  bor- 
ders are  crossed  individual  rights  must  be  protected  by  the  Federal 
Government.  With  the  millions  of  people  in  our  coalition,  we  urge 
you  to  pass  H.R.  546  and/or  H.R.  702  or  similar  legislation.  It  is 
a  bipartisan  issue  with  no  cost  impact  on  either  the  Federal  Gov- 
ernment or  the  States.  Stop  taxation  without  representation,  an 
issue  that  caused  our  Revolution,  and  stop  this  injustice  to  seniors 
and  future  seniors. 

Mr.  Chairman,  we  are  not  asking  for  money,  only  justice.  Thank 
you  very  much  for  your  attention.  I  will  be  pleased  to  answer  any 
questions. 

LThe  prepared  statement  of  Mr.  Hoffman  follows:] 
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RESIST  OF  AMERICA 

Retirees  to  Eliminate  S^tste  tncome  Source  Tax 

PRESENTATION  TO  HOUSE  JUDICIARY  COMMITTEE  FOR  H.R.546  and  H.R.702 

JULY  22,  1993 
THE  BEST  KEPT  SECRET  IN  AMERICA 


The  members  of  RESIST  of  America  and  The  members  of  The  Coalition,  shown  in 
Attachment  A,  urge  The  House  to  pass  H.R.546  and  H.R.702  .  The  Library  of 
Congress  concluded  these  bills  are  constitutional.   They  reported  their  results  in  a 
Senate  Finance  Committee  hearing,  June  11,  1991. 


Issue 


"TAXATION  WITHOUT  REPRESENTATION"  still  exists  in  Americal    The  taxation  of 
nonresident  pensions  by  the  states  is  a  prime  example.   This  tax  affects  every 
American  without  regard  to  gender,  race,  religion,  sexual  preference,  or  even 
income  level.    It  is  a  totally  bipartisan  issue.  Our  Senior  population  faces  many 
problems  and  uncertainties  as  they  grow  older;  including  failing  health  and 
shrinking  fin.mcial  resources.   The  ignoble  practice  by  the  states  of  taxing  retirees 
on  nonresident  pensions  adds  to  these  burdens.   Most  retirees  were  totally 
unaware  that  their  former  state(s)  would  tax  them  for  the  rest  of  their  lives 
without  giving  any  benefits  or  rights.    Even  worse,  states  like  California,  mailed 
letters  to  retirees  in  the  '70's,  telling  them  they  did  not  owe  this  tax.   Then  they 
have  the  nerve  to  send  these  people  a  tax  bill  that  includes  55  percent  in  penalties 
plus  daily  interest.   What  would  you  do  if  you  or  your  parents  were  suddenly  faced 
with  a  huge  tax  bill  that  equaled  or  exceeded  yearly  income?   A  few  of  these 
tragic  cases  are  included  later  in  the  paper. 
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My  wife,  Joanne,  has  worked  with  me  from  the  beginning.    She  handles  most  of 
our  phone  calls  and  letters.   After  six  years  of  this  activity,  tears  still  flow  when 
she  reads  or  hears  another  of  these  tragic  stories.   She  asked  me  to  invite  you  to 
spend  time  with  her  and  listen  to  these  stories.   I  wish  we  could  confirm  the 
suspected  heart  attacks  that  occurred  as  a  result  of  these  tax  shocks. 

How  can  a  nation  that  was  formed  over  the  issue  of  "TAXATION  WITHOUT 
REPRESENTATION"  allow  this  to  happen?   BECAUSE  IT  WAS  THE  BEST  KEPT 
SECRET  \H  AMERICA!   No  one  was  told  about  this  unfair  tax  that  interferes  with 
our  right  to  travel  across  our  country  and  live  where  we  choose  without  suffering 
a  financial  penalty.   It  is  UNTHINKABLE  for  an  individual  in  the  United  States  of 
America  to  be  controlled  by  a  taxing  agency  without  recourse.    More  important, 
how  can  our  great  Nation  allow  Senior  Citizens  to  be  treated  in  this  terrible 
manner. 

Background 

Many  states  (41 )  have  source  tax  laws  and  each  of  them  could  implement  the  tax 
on  nonresident  pensions.   About  12  states  currently  impose  this  tax.   I  will 
frequently  use  California  as  an  example  during  this  presentation  for  three  reasons: 

1:       They  are  the  most  aggressive  State, 
2:        They  often  lead  the  Nation  in  new  trends,  and 
3:        We  have  a  better  understanding  of  their  nonresident  laws  and 
procedures. 

The  41  states  mentioned  above,  tax  nonresidents  on  various  types  of  source 
income.  There  are  legitimate  reasons  for  some  of  these  taxes.   An  individual  could 
operate  a  business  or  work  in  a  nonresident  state.   In  these  cases,  the  resources 
of  the  state  are  being  used  or  jobs  are  taken  from  the  residents.   If  the  nonresident 
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doesn't  want  to  pay  these  taxes,  they  can  remove  the  business  from  the  state  or 
not  work  in  the  state.   They  have  a  choice. 

Nonresident  taxation  of  pensions  is  different;  because  unlike  a  business,  job,  or 
investment,  the  pension  tax  debt  can  not  be  removed  from  the  state.    The  retiree 
is  trapped  for  thp  rest  of  their  lives  by  the  state  in  "financial  slavery." 


■  -  States  can  raise  taxes  whenever  they  like. 
What  can  nonresidents  do  about  it?  NOTHINGI 
We  can't  vote  or  petition  in  our  former  state. 

One  of  are  members  tried  to  register  as  a  nonresident  of  California.    After  the 
usual  bureaucratic  exchange,  his  request  for  registration  was,  of  course,  denied, 
even  though  he  is  expected  to  pay  California  taxes.    This  persistent  member  has 
proved  that  at  least  California  will  not  allow  a  nonresident  to  register  and  vote. 

■  -  What  services  do  we  get  as  nonresident  taxpayers?  NONE! 

We  can't  use  schools,  or  even  buy  a  fishing  license  at  resident  rates. 
Of  course,  you  can  use  the  schools  and  buy  a  fishing  license  at  resident 
rates,  which  are  much  higher. 

■  -  What  do  we  get  from  the  government  of  the  taxing  state?  NOTHING! 

Except  harassment  from  collection  agencies. 


THIS  TAX  HITS  RETIREES  HARDI 

/  am  including  only  four  of  the  thousand  letters  we  have  received  about  real  people 
affected  by  this  unfair  tax;  an  example  involving  a  family  v/ho  was  told  they  didn't 
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have  to  pay  the  non-resident  tax  and  then  had  their  pension  garnished:  an  example 
involving  'double  taxation  through  intimidation  ";  an  example  of  true  double 
taxation;  and  an  example  that  shows  how  states  even  go  after  retirees  with  low 
incomes. 

EXAMPLE  1: 

Howard  Smith  retired  from  the  Los  Angeles  Police  Department  in  1974.   In  1988. 
Howard  and  his  wife  Nancy  were  contacted  by  the  California  Franchise  Tax  Board 
(FTB).    They  told  him  that  he  had  not  been  paying  taxes  on  his  pension.   His 
accountant  (now  deceased)  was  told  by  the  California  FTB,  years  earlier,  that  he 
did  not  have  to  pay  these  taxes.   Jim  Reber,  spokesman  for  this  agency,  stated  in 
a  Sacramento  Bee  Article,  May  20,  1989,  that  they  sent  letters  to  nonresident 
retirees  throughout  the  '70's  telling  them  they  did  not  have  to  pay  taxes  on  their 
pension.   He  then  said,  "It  was  a  mistake.  " 

When  the  California  FTB  is  challenged,  they  search  through  the  years  for  more 
unpaid  taxes  on  the  individual.    In  Howard's  case,  they  went  back  to  1983.    His 
tax  liability  continued  to  grow.    Washington  is  one  of  the  states  that  passed  a  law 
prohibiting  the  seizure  of  assets  for  the  collection  of  these  taxes.    The  fH'B  was 
undaunted,  however.   In  March  1993,  Howard's  pension  check  did  not  arrive.   He 
subsequently  received  a  notice  from  The  California  FTB,  through  his  pension 
office,  stating  that  his  check  had  been  seized.    Furthermore,  they  would  withhold 
25  percent  of  his  subsequent  checks  until  his  debt  was  paid,  unless  he  settled  in 
30  days.  At  this  point,  his  tax  liability  was  $26394.59.    Howard  Smith's  pension 
is  about  $27000  per  year. 

We  believe  that  pensions  are  exempt  from  garnishment.    Federal  law  protects, 
military,  ERISA  (Private),  and  Federal  pensions  from  garnishment,  except  for  child 
or  spousal  support.  We  thought  California's  own  law  under  Enforcement  of 
Judgnyents,  Title  9,  Art.  704. 1 10  exempted  state  pensions  from  garnishment. 
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except  for  child  or  spousal  support.    The  California  FTB  admitted  they  could  not 
garnish  most  pensions,  but  Howard's  police  pension  was  an  exception.    Whether 
they  are  correct  or  not,  the  only  recourse  for  the  retiree  is  to  sue  the  state.    This 
costs  money  and  causes  anguish. 

Howard's  case  has  been  published  in  The  Wall  Street  Journal,  Thursday,  April  15, 
1993,  By  Earl  C.  Gottschalk  Jr.,  "Welcome  Traveler,  "  and  on  Dan  Bather's  CBS 
Evening  News,  Friday,  May  21, 1993.    His  debt  had  grown  to  over  $28000  when 
the  show  was  broadcast. 

EXAMPLE  2: 

The  states  continue  to  say  that  retirees  are  never  double  taxed.  They  claim  one 
state  or  the  other  always  gives  credits.    This  contention  is  not  always  true.    If  a 
reciprocal  agreement  does  not  exist  between  the  states  involved,  the  taxpayer 
often  finds  himself  caught  in  a  legal  quagmire.    David  Sheehan  and  his  wife.  Dawn 
for  several  years  paid  taxes  to  South  Carolina.    California  demanded  that  they  pay 
taxes  on  essentially  the  same  income  for  several  years.   Later  South  Carolina, 
changed  their  law  and  gave  them  a  credit  for  taxes  paid  to  California.    In  the 
meantime  the  Sheehan's  incurred  a  large  tax  debt  (over  $5000)  to  California. 
Later,  the  Sheehans  moved  to  Maine.    Maine  does  not  tax  nonresident  pensions 
and  therefore  does  not  give  rebates  for  taxes  paid  to  other  states  on  pensions. 
Because  of  their  earlier  experience,  the  Sheehans  were  afraid  to  challenge 
California  and  are  paying  taxes  to  both  states  on  the  same  income.    It  is  probable 
that  California  would  give  some  credit  for  taxes  paid  to  Maine.  But  as  David  told 
me,  they  live  over  three  thousand  miles  from  California,  and  they  cannot  afford  to 
travel  there  or  hire  an  attorney  to  fight  them.    TH/S  AMOUNTS  TO  DOUBLE 
TAXA  TION  THROUGH  INTIMIDA  TIONI      It  is  almost  impossible  for  an  isolated 
retiree  to  fight  a  powerful  tax  agency.  I'm  confident  that  many  other  Senior 
Citizens  find  themselves  in  similar  dilemmas. 
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EXAMPLE  3: 

There  are  cases  of  authentic  double  taxation  as  well.    Mr.  Earl  Cornwell  worked  33 
years  for  Rockwell  International,  the  first  22  years  in  Iowa  and  the  last  1 1  years  in 
Oklahoma.   He  is  now  retired  in  Oklahoma.   He  is  required  to  pay  Iowa  on  66 
percent  of  his  retirement  income.    Oklahoma  gives  only  a  partial  credit.   For  the 
years  1991  and  1992  he  paid  Iowa  $2290.    Oklahoma  only  allowed  a  credit  of 
$769.   He  was  double  taxed  on  the  $1521  difference.    The  tax  payers  of 
Oklahoma  also  suffer  because  they  pay  for  the  services,  etc.,  of  retirees  like  Earl 
and  the  states  that  receive  the  retirees'  taxes  contribute  nothing  to  their  support. 
It  is  our  hope  that  Representative  Mike  Synar  reads  this  case,  as  we  understand 
that  he  opposes  our  legislation. 

EXAMPLE  4: 

Gertrude  Eberly,  good  naturedly  calls  herself  the  "Bag  Lady'  of  Fallon.   She  has 
had  National  Publicity  regarding  her  case.   Nevertheless,  her  saga  continues.   She 
owes  the  State  of  California  over  $8000.   Her  yearly  income  is  about  $  13000. 
Because  of  the  publicity,  the  California  FTB  agreed  to  let  her  pay  $50  per  month 
on  her  tax  debt.    She  made  the  payments  until  it  became  a  choice  between  paying 
the  tax  or  paying  her  gas  and  electric  bills.   She  decided  to  pay  the  gas  and 
electric  bill.   She  is  now  forced  to  depend  on  Nevada's  law  that  prohibits  Seizure 
of  property  for  non  payment  of  these  taxes.   Unfortunately,  she  was  a  state 
worker  and  California  may  now  seize  her  pension  check  at  the  source  as  they  did 
in  Howard  Smith 's  case.   Gertrude's  plight  is  getting  worse  as  she  is  going  blind. 

RHETORICAL  QUESTION: 

If  Gertrude  or  others  in  her  situation  go  broke  because  of  this  tax,  which  state 
pays  for  the  required  welfare  (the  resident  or  former  state)  7 
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States  Position 

Some  states  correctly  assume  pensions  are  intangibles,  similar  to  savings 
accounts.   Others  claim  pensions  are  deferred  income. 

Defining  pensions  as  "deferred  income"  is  totally  incorrect.    Income  that  is 
deferred  should  be  paid  unconditionally,  either  to  the  retiree  or  to  their  heirs. 
Pensions  clearly  do  not  meet  this  requirement.   If  you  unfortunately  die  one  day 
before  you  retire,  your  heirs  receive  only  your  own  contributions  plus  a  small 
amount  of  interest.   Your  estate  receives  none  of  the  so  called  "deferred  income." 

Most  retirees  paid  taxes  on  contributions  to  their  pension  plans.   Apparently, 
Companies,  Federal,  and  State  agencies  did  not  pay  taxes  on  their  contributions  to 
pension  plans  or  accrued  interest.   Before  the  publicity  that  RESIST  of  America 
initiated,  no  one  was  informed,  by  either  their  State  or  employer,  about 
nonresident  taxation  of  retirement  income.    Why  weren't  we  informed  about  this 
unfair  tax  that  would  lead  to  "Taxation  Without  Representation"  in  the  future? 
Why  weren't  options  to  settle  offered  to  the  employees? 

My  Company,  Hughes  Aircraft,  held  a  3  day  seminar  for  future  retirees  and  their 
wives.   Just  about  every  topic  regarding  retirement  was  covered,  except  one. 
They  didn't  even  give  us  a  hint  that  California  would  tax  nonresident  pensions. 
Hughes  has  over  1 2000  nonresident  retirees. 

I  do  not  generally  use  our  personal  situation  to  illustrate  a  point.   However,  I  am 
unaware  of  any  one  else  that  has  offered  to  settle  with  the  State  of  California, 
except  my  wife  and  me.   It  is  our  unshakable  belief  that  it  is  intolerable  to  be  taxed 
by  a  taxing  agency  over  which  you  have  no  control.    However,  we  learned  our 
employer  did  not  pay  taxes  on  their  contributions,  and  there  was  an  unpaid  tax 
obligation.   Therefore,  even  though  we  had  never  been  told  about  this  obligation. 


72-345  0-93-2 


30 


we  made  a  written  offer  of  settlement  in  1990.   The  only  provision  to  the 
settlement  was  that  we  would  be  exempt  from  any  more  nonresident  taxes  on  our 
pension.   The  offer  was  based  on  estimates  of  unpaid  taxes  by  my  employer  and 
on  the  income  California  would  make  by  investing  our  settlement.  The  income 
California  would  derive  through  the  settlement  was  greater  than  the  taxes  they 
would  collect  by  taxing  me  and/or  my  wife  each  year  until  we  die.   We  had  many 
conversations  with  The  Legal  Council  of  the  California  FTB.   We  even  traveled  to 
Sacramento  and  met  with  The  Chief  Counsel,  Glen  Rigby,  and  Terry  Collins,  who 
is  responsible  for  non  resident  taxes.   They  both  agreed  that  our  settlement  was 
fair,  but  they  could  not  find  the  means  to  accept  our  offer.   When  you  examine  all 
the  unconscionable  things  the  FTB  has  accomplished,  you  find  their  preliminary 
conclusions  unbelievable.   If  collecting  money  is  not  their  objective,  what  is? 

The  only  reason  for  deferring  taxable  income  is  to  pay  fewer  taxes  on  the  income 
later.   Nonresident  retirees  might  pay  significantly  more  taxes  instead  of  less.   It  is 
particularly  frightening  to  speculate  on  how  high  nonresident  taxes  could  become 
in  the  future.   When  a  State  needs  more  income,  and  raise  taxes,  a  nonresident 
can  do  nothing  about  it.   The  retiree  cannot  vote,  petition,  receive  benefits  or 
enjoy  governmental  protection  from  the  taxing  State.   This  situation  is  intolerable. 

Reference:    TAX  NOTES.  July  13,  1992 

"STATE  TAXATION  OF  NONRESIDENT'S  PENSION  INCOME"  by 
Walter  Hellerstein  and  James  Charles  Smith,  both  Professors  of  Law  at  The 
University  of  Georgia. 

At  first  glance,  the  article  written  by  these  professors  from  the  University  of 
Georgia  supports  the  arguments  of  our  opposition.   When  the  article  is  read 
carefully,  it  becomes  clear  that  there  are  several  points  that  do  not  support  our 
opposition's  position.   Although  the  paper  doesn't  find  theoretical  grounds  for 
stopping  states  from  imposing  taxes  on  nonresident  pensions,  they  do  find 
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practical  objections. 

I  agree  with  the  theoretical  analysis  with  one  exception.   The  authors  assume  that 
if  resider::."?  and  nonresidents  are  taxed  equally,  then  the  tax  is  appropriate.   They 
miss  an  important  point.   The  former  states  claim  that  benefits  were  received 
when  the  re«^Tees  were  earning  the  pension.   Therefore,  they  owe  taxes  for  the 
rest  of  their  lives,  and  do  not  deserve  any  additional  benefits. 

There  is  a  fallacy  to  this  argument.   Consider  two  similar  retirees.    One  decides  to 
remain  in  the  state  where  the  pension  was  earned  and  the  other  moves  to  another 
state.   The  resident  pays  taxes,  but  continues  to  receive  benefits  from  the  state, 
and  can  vote,  petition  and  otherwise  be  represented  by  the  government  of  that 
state.   The  nonresident  pays  taxes,  but  receives  nothing.   Didn't  the  retiree  who 
remained  in  the  state  also  get  benefits  while  they  were  earning  their  pension? 
ISN'T  THIS  DISCRIMINATION?    HOW  CAN  THIS  BE  EQUAL  TREATMENT? 

One  practical  objection  Hellerstein  and  Smith  raised  is  that  the  states  are  never 
concerned  about  the  precise  amount  of  taxes  owed  by  the  retiree.   They  conclude 
that  the  state  must  precisely  determine  how  much  tax  is  owed,  before  the  retiree 
leaves  the  state. 
Quote  from  referenced  article.  Page  226,  Paragraph  3: 

'Because  states  generally  lack   the  constitutional  power 
to   tax  the  portion   of  a    former  resident' s  pension 
income  that   reflects  accumulations  after  the   taxpayer' s 
change  of  residence,    states  must   limit   their  taxation 
of  nonresident  pension   income   to   the  deferred 
employment   income  and  the  income  accumulated  prior  to 
the  retiree's  change  of  residence.     As  a  practical 
matter,    it  may  be  difficult,    if  not   impossible,    for  a 
state    (or   for  an  employer  with   state  withholding   tax 
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obligations)    to   determine,    on   a  pension-check-by- 
pension-check  basis,    what  proportion   of  the  payment 
reflects   deferred  payment    for  services   rendered   in    the 
state   and  what  proportion   represents   investment    income 
that    accrued  while   the   taxpayer  was   a   nonresident    of 
the   state' 
This  paper  also  states  that  we  would  have  a  Pyrrhic  victory  for  nonresidents  if  our 
bills  pass,  because  the  states  would  either  stop  deferring  the  tax  or  would  collect 
it  when  the  retiree  left  the  state.   States  will  probably  not  stop  deferring  the  tax. 
They  can't  predict  which  employees  would  remain  in  the  state.   Therefore,  if  the 
state  stopped  the  tax  deferment,  they  could  not  tax  resident  or  nonresident 
pensions.   We  have  suggested  from  the  first  that  states  should  collect  the  tax 
when  the  retiree  leaves  the  state.    It  is  not  only  appropriate  that  states  ask  for  a 
settlement  when  a  retiree  leaves  the  state,  but  economical  for  the  state.   The  only 
provisions  that  they  should  be  required  to  follow  are: 


1.  Use  a  fair   settlement  option  similar  to  a  401 (K) 
and; 

2.  Inform  those   in  the  pension  plans   about  their 
states'    nonresident  teuc  policy,   when  contributions 
are  made  to  the   plan. 

This  option  would  yield  the  states  more  money,  and  stop  the  "financial  slavery" 
caused  by  taxing  nonresident  pensions  for  life.   Apparently  the  legal  experts 
believe  that  a  lump  sum  settlement  when  you  leave  the  state  would  be 
unconstitutional,  while  a  settlement  over  the  entire  lifetime  of  a  retiree  is 
constitutional.   As  an  engineer  and  scientist,  trained  to  think  logically,  I  am  baffled 
by  this  conclusion. 

Throughout  the  paper  there  is  an  implication  that  "TAXATION  WITHOUT 
REPRESENTATION"  is  a  trite  phrase,  used  to  enrwtionally  incite  the  retirees.   This 
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implication  is  without  foundation.    Any  society  that  permits  a  taxing  agency  to  tax 
people  with  impunity  when  the  taxed  person  has  no  means  (legal  or  other)  to 
prevent  or  influence  the  amount  of  tax  is  doomed.    Our  Founding  Fathers  did  not 
consider  this  issue  trite. 

RESIST  of  America  is  formed 

It  was  this  unfair  tax  that  prompted  us  to  form  RESIST  of  America.   We  are  a 
nonprofit  organization  that  was  incorporated  July  28,  1988.   Our  only  goal  is  to 
end  the  tax  on  nonresident  pensions  by  the  states.    It  is  a  "grass  roots"  enterprise 
that  operates  entirely  through  unpaid  volunteers.    We  are  not,  however,  against 
fair  taxation  with  representation. 

California  has  it  both  ways 

California  has  obtained  (from  their  point  of  view)  delightfully  contradictory  court 
rulings. 

Borchers  -  Baustian 

The  Borscher  case,  which  was  overlooked  by  the  Library  of  Congress,  was  tried  in 
district  court  2  of  Los  Angeles,  California.   It  involved  a  man  who  earned  his 
pension  in  Illinois;  and  moved  to  California  to  retire.    Borscher  claimed  that  he 
didn't  owe  California  taxes  on  his  pension  income  because  the  SOURCE  of  his 
pension  was  Illinois.    California  disagreed.   Borscher  lost  after  a  ten  year  court 
battle.  The  court  decided  he  must  pay  taxes  on  his  pension  to  California. 

The  Baustian  case  involved  a  man  who  earned  his  pension  in  California  and  retired 
to  Idaho.   California  claimed  that  he  owed  nonresident  taxes  on  his  pension 
because  the  SOURCE  of  his  pension  was  California.   This  decision  was  made  by 
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The  State  Board  of  Equalization.   The  cases  occurred  about  the  same  time. 

As  a  spokesperson  for  the  California  FTB  cheerfully  acknowledged,  in  BARRON'S 

National  Business  and  Financial  Weekly.  September  11,  1989,  by  Michael  Brody 

"No-Escape  Clause," 

residents  can  be  taxed  on  all  income,  regardless  of  its  source; 

nonresidents  are  taxed  on  all  source  income  regardless  of  residence. 

To  make  matters  worse,  California  hired  collection  agencies  that  use  "Gestapo 
Tactics"  to  harass  and  threaten  Senior  Citizens  for  the  collection  of  these  unfair 
taxes.   We  have  been  criticized  by  Hellerstein  and  Smith  for  using  the  phrase 
"Gestapo  Tactics"  to  describe  California's  uncivilized  procedures.    This  phrase  was 
used  because  it  fits.   We  have  been  unable  to  find  a  more  suitable  phrase.   They 
also  offer  rewards  for  information  on  delinquent  taxpayers.   Other  states  will 
probably  follow  California's  lead,  as  they  have  for  the  nonresident  Professional 
Athlete  tax  discussed  later. 

Income  earned  in  other  States  also  taxed 

There  is  another  point  that  has  irritated  Seniors  Citizens.   Several  States  use  total 
income  earned  (including  income  earned  in  other  States)  to  establish  the  highest 
rate  for  taxing  pensions  (The  California  Method).   Even  so,  these  states  claim  they 
do  not  tax  out  of  State  income.   However,  any  increase  in  taxes  as  a  result  of 
including  income  not  earned  in  the  former  state,  is  clearly  a  tax  against  that 
income.   Unfortunately,  The  U.  S.  Supreme  Court,  in  a  recent  decision,  ruled  this 
practice  constitutional. 

This  procedure  creates  inequality  between  retirees.   A  retiree  that  supplements 
their  income  through  investments,  can  decrease  their  tax  liability  by  investing  in 
items  (such  as  Federal  Securities)  that  states  cannot  tax.  Those  retirees  that  must 
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work  to  supplement  their  pension  have  no  options  and  must  include  the  additional 
income.    As  a  result,  they  pay  more  taxes  than  the  retiree  that  invests,  even  if 
their  total  income  is  the  same. 

California,  perhaps  other  states,  tax  nonresident,  military  pensions 

Some  believe  that  California  does  not  tax  the  nonresident  pensions  of  military 
personnel.    Don't  you  believe  it.  Check  California  tax  forms  1031  and  1032. 
California  previously  gave  an  exemption  for  military  personnel  (the  maximum 
exemption  was  a  generous  $40.00  per  year).    Effective  January  1993,  they 
repealed  the  exemption.   Other  states  have  not  answered  the  question  of  whether 
they  tax  military  pensions.    We  suspect  most  do. 

Constitutionality  of  nonresident  taxes 

One  of  the  first  officials  contacted  by  our  organization  about  this  issue  was  The 
Attorney  General  of  Nevada.    It  was  our  hope  that  he  would  challenge  the 
constitutionality  of  the  nonresident  tax  on  pensions  by  the  states.   We  knew  that 
it  was  unconstitutional  for  a  citizen  to  sue  a  state  in  a  Federal  court. 
Unfortunately,  Brian  McKay,  who  was  Nevada's  Attorney  General  then,  told  us 
that  the  U.  S.  Supreme  court  had  upheld  the  nonresident  taxes  about  70  years 
ago.   He  sent  us  the  Michigan  State  Law  review,  that  discussed  many  cases 
covering  this  general  issue.    He  recommended  that  we  try  to  get  Federal 
Legislation  passed.     Research  into  other  court  cases  and  investigation  of  The 
California  State  Law  Review  confirmed  his  position. 
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Can  we  solve  this  problem  at  the  State  level? 

There  are  some  Congressmen  and  organizations  (AARP  for  example)  that  believe 
that  we  should  work  though  the  states  and  organizations  like  The  Multi-State  Tax 
Commission  to  end  this  tax  on  nonresident  pensions.  We  have  tried.  It  is  almost 
impossible  to  sway  State  Legislators  when  you  are  not  represented.  New  Jersey 
is  the  only  state  that  was  persuaded  to  stop  taxing  non  resident  pensions.  This 
success  occurred  because  of  one  member  of  The  National  Association  of  Retired 
Federal  Employees  (NARFE)  and  due  to  a  study  by  New  Jersey  that  the  collection 
of  these  taxes  was  not  economical. 

Our  efforts  with  California  have  been  futile  to  say  the  least.   In  1 990,  the 
California  Legislature  introduced  two  bills  to  prevent  or  limit  the  taxation  of 
nonresident  pensions.     AB-3976,  that  would  completely  end  this  unfair  tax  and 
AB-3963,  that  would  give  a  $20,000  credit  to  nonresidents,  but  income  earned  in 
other  States  must  still  be  used  to  determine  the  tax  rate.   AB-3963  also  contained 
a  "sunset  clause"  that  would  automatically  repeal  the  law  6  years  after  enactment. 

Trice  Harvey,  an  Assemblyman  from  Bakersfield,  invited  Pierce  Powers  (National 
Association  of  Retired  Federal  Employees  -NARFE),  Elton  Hipport  also  from  NARFE, 
and  Douglas  Baldwin,  representing  The  Air  Force  Association,  and  me  to  testify 
before  the  Revenue  and  Taxation  Committee  for  AB-3976. 

Johan  Klehs,  Chairman  of  this  committee  (District  San  Leandro)  refused  to  let  us 
testify,  claiming  there  was  not  enough  time  and  that  we  were  "out  of  order."  The 
testimony  for  and  against  the  previous  issue,  to  grant  tax  exempt  status  for 
businesses  that  grow  ostriches  for  food  involved  less  than  a  dozen  people.  They 
listened  to  testimony  for  more  than  two  hours  (not  counting  two  hours  for  the 
ostrich  barbecue). 
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Our  issue  involved  millions  of  Senior  Citizens  and  Future  Senior  Citizens  in  the 
State.   Clearly,   we  were  faced  with  a  "stacked  deck."   The  committee  has  every 
right  to  oppose  our  position;  however,  there  is  never  a  reason  to  be  rude  and 
inconsiderate  to  anyone.   Johan  Klehs  treated  us  like  people  without 
representation. 

The  following  year  AB-1513,  SB-427,  and  AJR-25  were  introduced.   The  two  bills 
would  repeal  the  tax  on  nonresident  pensions,  and  the  joint  resolution  urged  The 
United  States  Congress  to  pass  the  bills  that  prohibit  this  tax.   This  time  it  was 
Dick  Millington  (Regional  Vice  President  -  NARFE)  who  received  the  rude 
treatment. 

In  1993,  the  California  FTB  is  sponsoring  state  legislation  to  give  a  $20000 
deduction  to  nonresident  pensions.   While  this  legislation  would  reduce  taxes  for 
retirees,  it  doesn't  solve  the  basic  problem.   Retirees  would  still  be  under  the 
control  of  the  California  FTB.   Furthermore,  about  a  dozen  other  states  are  still 
taxing  nonresident  pensions.    One  wonders  if  the  California  FTB  isn't  trying  to 
diffuse  the  momentum  of  our  effort  and  "pull  the  wool  over  the  eyes  of 
Congress." 

I  have  subsequently  written  a  letter  to  The  Speaker  of  The  California  Assembly, 
Willie  Brown,  and  suggested  a  plan  that  would  end  their  unfair  tax  method  and 
yield  California  more  income.   We  have  had  no  success  with  him. 

"Stop  Gap"  Legislation  passed  by  many  States 

Six  states  have  passed  legislation  to  prevent  the  seizure  of  property  for  the 
collection  of  taxes  on  pensions  or  retirement  income  (Nevada,  Florida,  Colorado, 
Louisiana,  Texas,  and  Washington).   A  number  of  other  states  are  considering 
similar  legislation.   An  economic  war  between  the  states  has  begun. 
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Where  can  we  turn  for  help?   We  can  only  turn  to  you,  The  Congress  of  the 
United  States.    When  borders  are  crossed,  individual  rights  must  be  protected  by 
the  Federal  Government. 


WE  NEED  FEDERAL  LEGISLATION! 
THE  CONGRESS  OF  THE  UNITED  STATES  IS  OUR  LAST  HOPE! 

We  are  asking  you,  The  Congress  to  help  us  end  this  terrible  injustice  to  our 
Seniors  and  our  Future  Seniors.   The  issue  of  taxation  of  nonresident  pensions  by 
the  states  affects  every  American.    Even  if  a  citizen  does  not  have  a  pension  or  if 
they  never  leave  the  state  where  the  pension  is  earned,  they  are  affected. 

Many  states  give  credits  or  rebates  to  retirees  that  pay  taxes  to  another  state.   If  a 
state  does,  then  the  taxpayers  of  that  state  are  paying  for  the  benefits,  services, 
and  cost  of  government  for  these  retirees.   The  taxes  paid  by  the  retirees,  are 
instead  paid  to  their  former  state.   That  state  doesn't  give  anything  to  the  retirees 
or  the  resident  state's  economy.   Even  if  the  resident  state  does  not  give  credits  or 
rebates  for  taxes  paid  to  another  state,  their  citizens  still  lose.   The  money  paid  to 
another  state  by  the  retirees  is  not  available  for  expenditure  in  their  state. 
There  is  a  better  way.  Taxpayers  should  pay  taxes  only  to  their  state  of 
residence,  where  they  receive  benefits,  services  and  government  protection, 
where  they  have  the  right  to  vote,  petition,  and  otherwise  influence  their 
representatives. 

The  states  that  tax  nonresident  pensions,  consider  states  without  income  tax  as 
"non  taxing"  states.   While  this  is  obviously  not  true,  retirees  in  these  states  are 
truly  double  taxed.   Because  the  former  state  does  not  recognize  any  of  these 
taxes  as  offsets  against  their  tax,  these  retirees  pay  taxes  to  both  states  and 
therefore  are  double  taxed. 
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Two  similar  bills  have  been  introduced  into  The  House  of  Representatives  to  stop 
states  from  taxing  nonresident  pensions,  (H.R.546  and  H.R.702).   These  bills  are 
the  same  as  The  Senate  Bill  S.235  and  would  end  the  injustice  to  Senior  Citizens, 
including  members  of  Congress.     Representative  Bob  Stump,  from  Arizona, 
introduced  Bill,  H.R.411,  into  the  Judiciary  Committee,  January  5,  1993.   This  bill 
is  similar  to  the  bills   introduced  last  year  by  Representatives  Unsoeld  and 
Vucanovich  .   Representative  Stump  was  a  cosponsor  on  the  first  bill  in  1988.   He 
has  supported  our  legislation  from  the  beginning  and  only  introduced  H.R.41 1  to 
get  early  attention  in  the  House,  not  to  compete  with  the  other  bills. 

Do  these  bills  cost  the  Federal  Government? 

Unlike  most  people  requesting  legislation,  we  are  not  asking  for  money,  only 
justice.  The  Federal  Government  should  realize  a  slight  increase  in  tax  revenue  if 
H.R.546  and/or  H.R.702  pass,  because  those  retirees  that  still  itemize  on  their 
Federal  taxes  would  have  fewer  deductions. 

States  would  not  lose  income  either.   If  we  do  not  pass  H.R.546  and/or  H.R.702 
and  the  Senate  bill  S.235,  it  is  ironic,  that  the  most  aggressive  state,  California 
would  lose.  They  are  still  the  second  largest  retirement  state  behind  Florida. 
When  the  other  Source  tax  States,  realize  that  California  is  stealing  money  from 
their  economy,  you  can  bet  they  will  retaliate  and  impose  nonresident  taxes  on 
their  retirees.  The  retaliation  has  already  started  in  the  case  of  nonresident 
professional  athletes.   California  taxes  these  athletes  for  every  game  they  play  in 
their  state.   At  least  Illinois,  New  York,  Ohio,  Wisconsin,  and  a  city  (Philadelphia) 
have  retaliated.   See  The  Wall  Street  Journal  Article,  Thursday,  April  15,  1993,  By 
Earl  C.  Gottschalk  Jr.,  "Welcome  Traveler,"  for  more  detailed  information.   It  is 
difficult  to  predict  which  state  would  lose  the  most,  but  one  situation  is  easy  to 
predict.   If  taxes  are  paid  to  the  State  of  Residence,  where  the  retiree  can  vote. 


40 

petition,  receive  services  and  benefits,  everyone  gains,  including  the  states. 

A  case  could  be  made  that  this  issue  is  the  tax  analogy  to  business  monopolies. 
The  people  face  similar  problems  with  taxing  agencies  that  they  do  with 
monopolies.   Supply  and  demand  curves  are  based  on  a  different  premise,  but  they 
are  similar  in  consequence.   People  are  at  the  mercy  of  both  the  taxing  agencies 
and  monopolies.   The  fourth  dictionary  definition  for  monopolies  is:   Exclusive 
possession  or  control.   This  committee  has  been  prominent  in  dealing  with 
monopolies,  for  example,  AT&T.   I  hope  you  will  become  equally  prominent  in 
controlling  tax  "monopolies." 

We  urge  you  to  pass  H.R.546  and/or  H.R.702  and  end  the  tyranny  of  "TAXATION 
WITHOUT  REPRESENTATION,"  without  a  financial  loss  to  the  Federal  Government 
and  without  a  loss  to  the  states. 

Stop  this  terrible  injustice  to  our  Senior  Citizens  and  to  all  Americans. 


Thank  you, 

William  (Bill)  C.  Hoffman 
President,  RESIST  of  America 
2440  Ash  Canyon  Rd. 
Carson  City,  NV  89703 
(702)  883-8620 
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Attachment  A 

KE5IST  OF  America  -  National  Headquarters 

lETiattS    »o    ELlHiHaTt    5t«Tt    Jhcox    Jouact.   I«.i 
OnCAHIZATIOIIS    THAT    SUPPORT    REPEAL    Or    THE    SOURCE    TAX 
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Air  Force  Ajsociacaoti 

Air   Toree  Sargenu   Aasociacion 

Air   Line   Pilots   Asiociacion  -  ALFA 

American   Assn.-  al  Foreign  Service  Uoaen 

Anerican  Assn.   of  Folice  Organizations 

American  Payroll  Asscciacian 
(Represents   Appc.    9000  Companies) 

American   Postal  Uorkers   ol  California 

(AFL   -  CIO) 
AMVOS 

Association  of  Military   Surgfons   e{   the  U.S. 

Association  of   the  U.S.   Arvy 

COSSO  (Council  o(   Sacramento  CA  Senior  Org.) 

Caa  t,  UA  Association,    U.S.    Coast  Guard 

Cosnissioned  Officers   Assn.   of 'the  U.S. 
Health  Serrices    Inc. 

FAIK   (Furd    for  Assuring    Independent 
Retirement).      See  Member  List. 

FBI  Agents   Association 

Federal   Bureau  of   Prisons 

Federal   Inrestigators   Association 

fleet  Reserve  Associacion 

Lntemational  Brotherhood  of  Police  officers 

Iowa  Taxpayers  Union 

Marine  Corps   Reserve 

national  Assn.   of  Letter  Carriers 

national   Assn.    (or  Uniformed  Services 

national  Assn.   of  Folice     Organizations 

IIARTE  (national  Assn.   of  Retired  Federal' Emp. ) 

tKTSSM  (Mtional  Qsmittee  to  Protect 

Social  Security  (  Medicare) 
national  Guard  Association  of   Che  U.S. 
national   Military   Family   Association 
national  Taxpayers  Union 
naval  Reser'e   Association 
navy   League  of    the  U.S. 
nevada  Taxpayers  Association 
non-Co^issioned  Officers   Association 

Org.    of   Professional   Employees   of   USDA 
(U.S.    Depc.    of   Agriculture) 

PSCA    (Profit   Stiaring  Council   of   America) 

Reser-re  Officers   Association 

Society  of  HedicaJ.  Consultants 

TKOA   (Tlte   Recired  Officers   Association) 

Texaco  Oil 

Tlie   Bethtsie  Croup,    Government   relations 

Tlie  Retired   Enlisted  Association 


h 


111 


OounCy 


ItaiiLer  Organizations 

Nnirican  Federaticn  of  State, 
and  Knidpal   Diployces 

Anerican   r^sreiqn  Service  Association 

American  Postal  Itockers  Uhion 

American  Psychlatxic  Association 

Era  ij.cn  Sl^na  Rii 

rederal  Dcecutives  and  Professional 
Association 

Federal  Hanaoers  Xssodaticn 

Federally  Et^>loyal  Maien 

Graphic  Ccrnnsilcatlais   Inteoa- 
national  Union 

Interna tlonaJ.  Assn.  of  rlreHqhtsra 

International  Federaticn  of  Piofesa- 
lonal  and  Ttedmlral    Diqlxieers 

Inbematlonal  (kiicn  of  Cperatlnq 
Di^ineer3 

Military  Sea  ^ansport  Oiloi  SID 

Ibtional  Association    of  Air  Traflle 
Specialists 

IWtional  Association  of  ASCS  County 
OfficB  Qmloy«e9 

national  Assn.   of  Federal  Veterinarians 

national  Assn.   of  Coveiment  Disloy«e9 

national  Assn.  of  Letter  ranrlera 

national  Assn.   of   Postal  Superrlsors 

national  Assn.   of  Pcscnasters  of  the  O.S. 

national  Assn.   of  Federal  Dniloyeea 

national   Federation  of  Federal  E>iT3loye«3 

national  Labor  Relations  Board  Union 


national   League  of  Posonaseers  of   the 
United  States 

national   Fostal  t^ll  Handlers  Uhlon(I.IUtlA) 

national  Rural   Lettjer  Carriers  Assn. 

national  'Dreasury  Or^loyves  Uilon 

OrTanisation  of   Frofesslcnai   Qoiloyeea 
of    the  Oepaz-^nenc  of  Aqriculture 

Overseas    Gducaelon  Association  im 

Puhlle  Diployees  Department  (Arv-CZOI 

Service  Etaloyees   International  Union 
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In  addition  to  his  prepared  statement,  Mr.  Hoffman  submitted  for  the 
hearing  record  (1)  documents  to  substantiate  his  testimony  and  (2)  RESIST  of 
America  membership  letters.   Both  sets  of  documents  were  too  voluminous  to 
include  in  the  printed  hearing  record  and  have  been  made  part  of  Uie 
subcommittee's  hearing  file. 
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Mr.  Brooks.  Mr.  Perkins. 

STATEMENT  OF  JOSEPH  PERKINS,  MEMBER,  BOARD  OF 
DIRECTORS,  AMERICAN  ASSOCIATION  OF  RETIRED  PERSONS 

Mr.  Perkins.  Thank  you,  Mr.  Chairman.  AARP  appreciates  the 
opportunity  to  present  its  views  on  taxation  of  nonresident  pen- 
sions. While  States  apparently  have  the  legal  authority  to  tax  the 
pensions  of  former  residents,  a  number  of  significant  issues  call 
into  question  the  wisdom  of  the  practice. 

Currently,  only  a  small  number  of  States  actually  enforce  such 
a  tax.  However,  a  majority  of  State  tax  structures  currently  implic- 
itly permit  such  taxation.  Given  the  budget  problems  facing  these 
States,  more  States  may  begin  to  look  at  nonresident  pensions  as 
a  source  of  revenue. 

States  reasonably  contend  that  since  individuals  were  permitted 
to  defer  taxation  during  the  working  years,  the  State  is  entitled  to 
recapture  the  tax  benefit  when  it  is  paid.  This  rationale  holds  true 
even  if  the  retiree  is  no  longer  a  State  resident. 

While  this  practice  suggests  that  two  States  may  both  tax  the 
same  income.  States  generally  provide  credits  for  income  taxes  paid 
to  other  States.  However,  an  indirect  form  of  double  taxation  may 
exist  where  the  two  States  rely  on  different  tax  bases.  For  example, 
the  taxpayer  may  pay  higher  income  taxes  to  the  nonresident  State 
and  also  higher  property  or  sales  taxes  in  the  resident  State.  Since 
the  deferred  tax  may,  in  essence,  be  recaptured  in  another  form, 
questions  of  tax  equity  should  examine  the  overall  tax  burden. 

One  reason  only  a  limited  number  of  States  pursue  this  form  of 
taxation  is  the  practical  difficulties  involved.  Significant  adminis- 
trative hurdles  exist,  particularly  where  employees  may  have 
worked  in  more  than  one  State.  Employers  would  need  to  track  the 
relevant  contributions  and  earnings  attributable  to  each  State  be- 
fore it  can  properly  calculate  the  actual  State  tax.  Features  such 
as  lump-sum  distributions  and  IRA  rollovers  would  further  com- 
plicate such  computations. 

Taxpayers  also  face  administrative  burdens.  Retirees  who  may 
have  worked  in  a  number  of  States  over  a  lifetime  may  be  required 
to  file  several  tax  returns  as  a  result  of  one  pension  check. 

In  addition,  many  retirees  are  unaware  of  the  existence  of  source 
taxes.  Indeed,  the  first  they  may  hear  of  this  tax  is  when  they  re- 
ceive a  notice  stating  they  owe  several  years  of  back  taxes  plus 
penalties  and  interest.  Such  unknown  taxes  frustrate  retirement 
planning  decisions.  Indeed,  such  large  tax  bills  have  been  a  signifi- 
cant financial  hit  on  many  unsuspecting  retirees  living  on  fixed  in- 
comes. 

AARP  seeks  to  ensure  the  retirement  security  of  pensioners  re- 
gardless of  where  benefits  may  have  been  earned.  At  the  same 
time,  we  remain  concerned  with  the  fiscal  soundness  of  State  gov- 
ernments that  provide  an  important  measure  of  our  citizens'  well 
being.  As  a  matter  of  policy,  however,  there  is  reason  to  question 
the  cost  effectiveness  of  the  administrative  burdens  posed  by  non- 
resident pension  taxation,  particularly  where  multiple  States  are 
involved. 

We  currently  face  an  increasingly  mobile  work  force.  In  addition, 
labor  market  conditions  have  made  it  even  more  difficult  to  main- 
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tain  long-term  jobs  in  the  same  State.  Thus  the  growing  proportion 
of  across-State  movers  are  Hkely  to  be  involuntary.  At  the  same 
time,  States  are  under  fiscal  pressure  to  increase  their  sources  of 
revenue.  Coupled  with  rapid  advances  in  information  technology 
that  will  make  it  easier  to  track  taxpayers,  State  taxation  of  non- 
resident income  may  become  more  prevalent  in  the  future. 

This  is  little  comfort  to  the  retiree  who  must  calculate  tax  liabil- 
ity and  perhaps  pay  multiple  jurisdictions  at  tax  time;  that  is,  of 
course,  if  the  retiree  is  even  aware  of  the  tax.  Interstate  movement 
both  into  and  out  of  States  is  likely  to  continue  to  increase.  Such 
movement  suggests  that  without  source  taxes  there  may  be  little 
net  change  in  the  actual  taxes  collected. 

Ultimately  the  States  and  the  Federal  Government  must  balance 
the  administrative  burdens  and  potential  tax  impact  on  individuals 
and  institutions  with  the  desire  of  the  States  to  expansively  exer- 
cise their  taxing  power. 

Given  these  adverse  effects,  there  is  increasing  reason  to  ques- 
tion this  continued  State  taxing  practice.  Should  Congpress  deter- 
mine that  Federal  intervention  is  necessary,  then  action  before 
more  States  engage  in  such  taxation  is  both  timely  and  appro- 
priate. 

In  conclusion,  AARP  looks  forward  to  working  with  the  commit- 
tee as  it  examines  the  twin  goals  of  tax  equity  and  tax  efficiency. 

Thank  you. 

Mr.  Brooks.  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Perkins  follows:] 
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TESTIMONY 

of  the 

AMERICAN  ASSOCIATION  OF  RETIRED  PERSONS 

before  the 

SUBCOMMITTEE  ON  ECONOMIC  AND  COMMERCIAL  LAW 

of  the 
HOUSE  JUDICIARY  COMMITTEE 

CD 

ISSUES  IN  THE  STATE  TAXATION  OF  NONRESIDENT  PENSION  INCOME 

July  22,  1993 

Witness:  Joseph  Perkins 

Member,  AARP  Board  of  Directors 

Contact:  David  Certner 

(202)  434-3762 


The  American  Association  of  Retired  Persons  appreciates  the  opponunity  to  offer  its 
views  on  the  subject  of  states'  taxation  of  the  retirement  income  of  nonresidents.    While 
states  apparently  have  the  legal  authority  to  tax  the  pensions  of  former  residents,  a  number  of 
important  issues  have  arisen  regarding  this  practice. 

BACKGROUND 

A  legitimate  difference  of  opinion  exists  as  to  whether,  as  a  matter  of  public  policy, 
the  retirement  income  of  nonresidents  ought  to  be  taxed  by  the  states  in  which  such  benefits 
were  earned  during  an  individual's  working  years.    For  this  reason,  it  has  remained  a 
controversial  issue  since  it  first  was  considered  by  the  Supreme  Court  in  1920.    At  that  time, 
the  Court  established  that  states  could  tax  the  income  of  nonresidents  which  accrued  due  to 
business,  property  or  employment  in  the  state.   The  only  limitation  imposed  on  states  levying 
such  a  tax  is  that  the  tax  not  discriminate  against  nonresidents. 
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To  date,  a  majonty  of  the  states  have  not  announced  explicit  rules  regarding  the 
retirement  income  of  nonresidents  who  earned  income  within  their  borders  --  2~  states  ha\e 
no  explicit  statement  of  policy  on  this  issue.'    Another  nine  states  do  not  impose  a  personal 
income  tax  that  would  apply  to  pensions  or  retirement  annuities  (New  Hampshire  and 
Tennessee  tax  interest  and  dividend  income  only).^ 

Among  the  states  that  do  have  explicit  rules  with  respect  to  taxation  of  nonresident 
income,  seven'  explicitly  do  not  tax  the  retirement  income  of  nonresidents:  three^  explicitly 
do  impose  such  a  tax:  and  four  states  do  so  under  some  circumstances." 

Such  a  summary,  however,  can  be  misleading.    As  noted.  27  slates  have  not 
announced  explicit  rules  regarding  whether  or  not  they  consider  the  retirement  income  of 
nonresidents  to  be  subject  to  their  income  taxes  under  any  particular  set(s)  of  circumstances. 
Yet  all  of  these  states  do  have  provisions  of  law  that  generally  consider  retirement  income  to 
be  includible  in  gross  income  subject  to  tax.    That  is,  most  states"  existing  income  tax 


'     They  are:    Alabama.  Arizona,  Arkansas,  Georgia,  Illinois,  Indiana.  Kentucky, 
Louisiana,  Maine,  Maryland,  Michigan,  Minnesota,  Mississippi,  Missoun,  Montana.  New 
Mexico,  North  Carolina,  North  Dakota.  Ohio,  Oklahoma.  Rhode  Island.  South  Carolina, 
Utah,  Vermont,  Virginia.  West  Virginia,  and  Wisconsin. 

^  The  other  seven  are:    Alaska,  Florida,  Nevada.  South  Dakota,  Texas.  Washington,  and 
Wyoming. 

'  Colorado,  Connecticut,  Delaware,  Hawaii.  Nebraska,  New  Jersey,  and  Pennsylvania. 

*  California,  Idaho,  and  Oregon. 

'  Iowa,  Kansas,  Massachusetts,  and  New  York. 
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statutes  implicitly  provide  for  taxation  of  federally  deferred  income  earned  from  sources 
within  the  state  when  that  income  is  federally  recognized. 

Thus,  states  can  generally  subject  nonresidents  to  their  income  taxes  if  the 
nonresidents  eam(ed)  income  as  the  result  of  the  performance  of  personal  services  within 
their  boundaries.    In  light  of  current  fiscal  pressures  in  the  states,  there  is  reason  to  believe 
that  more  states  may  begin  to  consider  the  nonresident  tax  option  as  a  way  of  closing  their 
budget  deficits. 

THE  POSSIBILITY  OF  DOUBLE  TAXATION 

It  has  been  established  since  1940  that  states  are  free  to  tax  their  residents  on  all 
personal  income  wherever  earned,  and  to  tax  nonresidents  on  income  earned  within  the  state. 
These  two  principles  create  the  possibility  that  income  might  be  subject  to  "double  taxation." 
As  a  practical  matter,  however,  all  40  states  with  broad-based  income  taxes  provide  some 
mechanism  to  avoid  double  taxation  of  income  for  their  residents  who  may  also  be  taxpayers 
of  another  state. 

Sutes  with  broad-based  income  taxes  either  tax  the  pension  directly  (if  the  source 
state  does  not)  or  typically  offer  tax  credits  for  nonresident  taxes  paid  to  another  state.    The 
taxation  of  nonresident  pensions  therefore  generally  has  its  greatest  impact  on  people  who 
migrate  from  one  of  the  six  states  that  tax  nonresident  pensions,  to  one  of  the  ten  states 


48 


having  no  broad-based  income  tax.    In  such  circumstances,  benefits  that  would  otherwise  not 
be  taxed  at  all  in  the  resident  state  are  subject  to  full  taxation  by  the  nonresident  state. 

STATE  BUDGET  ISSUES 

The  law  is  clear  that  states  plainly  possess  the  power  to  tax  income  derived  from 
sources  within  the  state,  even  if  that  income  is  recognized  years  later  when  the  taxpayer  no 
longer  has  a  connection  with  the  state.    The  fact  that  only  a  handful  of  states  actually  do  tax 
nonresident  pensions  reflects  in  part  what  have  been  the  practical  difficulties  of  collecting 
revenues  in  this  way. 

The  reason  behind  the  push  to  tax  nonresident  pensions  is  not  hard  to  discover:    the 
pension  money  represents  a  needed  source  of  revenue.    Many  states  are  reeling  from  the 
combined  economic  impact  of  recent  events,  including  the  lingering  recession,  accumulating 
federal  mandates,  and  the  conversion  to  a  {>ost-cold  war  economy.    Proponents  of  source 
taxation  point  out  that  retirees  who  relocate  across  state  lines  had  the  benefit  of  deferral  of 
taxation  on  their  pensions  as  they  were  being  earned.   Thus,  the  argument  goes,  those  taxes 
are  legitimately  owed  when  the  income  is  paid  out. 

Although  there  are  serious  practical  problems  with  respect  to  collecting  a  tax  on  such 
income,  the  nexus  the  state  has  with  the  income  at  the  time  it  was  earned  is  not  severed 
merely  because  the  income  earner  has  severed  his  ties  with  the  state.      State  tax  authorities 
deny  that  tapping  nonresident  pension  income  amounts  to  taxation  without  representation,  as 
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opponents  charge.    Taxpayers  received  the  benefit  of  representation  and  state  services  while 
they  were  working  and  building  up  pension  credits  (including  tax  deferral),  so  m  fairness 
they  should  pay  the  pension  taxes  the  state  deferred  for  all  those  years,  no  matter  where  they 
choose  to  live  in  retirement.    (It  is  well  established,  also,  that  people  who  lack  the  right  to 
vote  due  to  nonresidence  may  nonetheless  be  properly  taxable  on  the  basis  of  source.    This  is 
a  fundamental  principle  of  both  domestic  and  international  trade.) 

In  addition,  so  long  as  there  is  no  undue  burden  imposed  on  relocated  retirees,  that  is. 
no  double  taxation,  states  are  not  necessarily  violating  principles  of  equity.    As  noted,  the 
usual  arrangement  --  based  on  comity  among  states  rather  than  any  constitutional  obligations 
--  is  that  the  state  of  residence  offers  a  tax  credit  for  tax  payments  made  to  other  states. 
(This  does  not  mean  that  non-residents  will  never  owe  taxes  to  both  states,  but  rather  that 
they  will  pay  no  more  total  tax  than  what  they  would  otherwise  pay  to  the  state  with  the 
higher  tax.) 

The  state  that  has  received  the  most  attention  is  California,  because  it  has  aggressively 
sought  to  identify  and  tax  all  California  sources  of  income,  including  that  of  nonresidents. 
And  unlike  most  states,  which  limit  or  eliminate  tax  liability  on  pensions,  California  does  not 
exempt  any  pension  income  from  taxation.    Economic  conditions  in  California  almost 
certainly  have  fueled  the  aggressive  tax  collection  campaign. 
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AUTHORITY  FOR  CONGRESSIONAL  INTERVENTION 

Congress  possesses  a  degree  of  constitutional  authority  to  limit  the  states"  ability  to 
tax  nonresident  income.    A  wealth  of  precedent  attests  to  congressional  authority  to  displace 
or  preempt  state  laws  regulating  private  activity  affecting  interstate  commerce,  and  interstate 
commerce  is  clearly  involved  when  pensioners  have  moved  across  a  state  line.    Legislation 
affirming  the  federal  government's  ability  to  limit  state  tax  authonty  has  withstood  judicial 
review  in  the  past.    (For  example,  federal  legislation  has  prevented  states  from  taxing 
compensation  earned  for  services  as  a  Member  of  Congress.) 

The  law  to  date  is  perceived  by  some  as  providing  a  baseline  --  a  floor  -  tor  a 
possibly  broader  reach  of  relevant  congressional  power.    Yet  some  constitutional  scholars 
question,  for  example,  whether  a  federal  ban  on  any  state  taxation  of  the  income  of 
nonresidents  could  withstand  judicial  review.    Should  Congress  decide  that  it  violates  sound 
public  policy  to  allow  the  states  to  tax  nonresidents'  retirement  income,  there  likely  is 
sufficient  constitutional  authority  to  enact  such  preemptive  legislation  forbidding  taxation. 
However,  in  all  likelihood,  such  a  statute  would  be  challenged  in  the  courts. 

ADMINISTRATIVE  BURDENS 

Burdens  on  institutions.   The  negative  impact  on  employers  and  pension 
administrators  of  states'  ability  to  tax  pension  payments  to  non-residents  is  frequently  cited 
by  those  who  favor  a  congressional  ban  on  source  taxation. 
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In  instances  where  a  firm's  employees  have  worked  in  several  states  during  their 
careers,  employers  -  particularly  smaller  businesses  -  may  not  have  the  in-house  capability 
to  keep  track  of  the  relevant  information,  and  thus  would  incur  extra  costs  to  compile  such 
information.   The  situation  can  become  further  complicated  by  such  transactions  as  lump-sum 
distributions.    It  is  no  easy  matter  to  allocate  tax  liability  between  and  among  states  when 
pension  accounts  are  rolled  over  into  Individual  Retirement  Accounts.    States  must  also  limit 
taxation  to  contnbutions  and  earnings  while  the  individual  was  within  the  state's  taxing 
power.    A  major  administrative  problem  arises  in  attempting  to  determine  the  level  of 
earnings  allocated  to  each  state  where  multi-state  transactions  are  involved. 

Burdens  on  individuals.    From  the  vantagepoint  of  the  retiree,  the  potential 
paperwork  burdens  are  also  great.    It  has  always  been  understood  that  the  timing  of 
retirement  requires  careful  consideration  and,  ideally,  the  counsel  of  a  tax  specialist.    Under 
a  system  of  taxation  of  nonresident  income,  it  becomes  necessary  to  consult  a  tax  adviser 
before  deciding  even  where  to  retire. 

Many  Americans  become  aware  of  source  taxes  only  after  they  relocate  and  receive 
notice  that  taxes  are  due  -  often  this  occurs  a  number  of  years  after  retirement.    At  this 
point,  retirement  planning  decisions  may  be  frustrated  by  the  unexpected  tax.   To  compound 
the  problem,  retirees  may  find  they  now  face  accumulated  taxes,  plus  penalties  and  interest. 
The  substantial  total  tax  bill  may  cause  significant  hardship  for  those  living  on  fixed  and 
often  limited  income.   (As  noted  above,  most  states  have  laws  allowing  them  to  track  down 
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former  residents  and  collect  income  taxes  on  their  pensions.    lncreasmgi\ .  lacing  budget 
deficits,  states  are  enforcing  those  laws.) 

EQUITY  AND  EFHCIENCY  CONSIDERATIONS 

The  current  situation  seems  to  be  unfair  for  many  retirees.     Former  public  sector 
workers  find  themselves  targeted  far  more  often  than  private  sector  workers  because  states 
have  more  ready  access  to  the  employment  records  of  state  and  local  government  employees. 
Particularly  troubling  to  some  are  the  states,  including  California,  that  include  gross  income 
from  all  sources  --  in-state  and  out  --  to  establish  tax  liability.    Most  states  that  tax 
nonresident  pension  income  use  the  "California  method"  which  has  the  effect  of  raising 
marginal  tax  brackets  and  increasing  tax  liabilities.    Additionally,  filling  out  the  tax  forms 
alone  is  potentially  very  burdensome  for  people  who  may  have  lived  in  four  or  tlve  states 
during  their  working  lives. 

Equity,  in  its  narrow  sense,  dictates  that  taxpayers  who  are  similarly  situated  should 
bear  equivalent  tax  burdens.    Taxpayers  who  do  not  change  their  state  of  residence  will  pay 
state  income  tax  on  their  federally  deferred  income  when  it  is  federally  recognized.    A 
relocating  taxpayer  —  whose  circumstances  are  identical  with  those  of  the  remaining  resident 
taxpayers  in  all  relevant  respects  —  essentially  achieves  tax  forgiveness  at  the  state  level  if 
the  state  of  new  residence  does  not  tax  the  federally  recognized  income.'   However,  to  the 


*  This  is  the  concept  of  tax  efficiency,  or  neutrality;  that  is,  whether  a  state  income  tax 
system  is  economically  neutral  in  its  treatment  of  deferred  income,  vis-a-vis  an  individual's 
decision  to  remain  a  resident  or  to  move  to  another  state.    A  tax  system  is  efficient  if  it 
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extent  the  new  state  of  residence  imposes  similar  tax  burdens  on  its  residents  but  relies  on 
taxes  other  than  the  income  tax.  the  retiree  may  indirectly  be  subject  to  a  form  of  double 
taxation. 

Equity  arguments  are  most  compelling  when  tax  burdens  are  viewed  somewhat 
narrowly  --  for  example,  state  income  taxes  only,  or  state  and  federal  income  taxes 
combined.    But  broader  tax  burdens  can  vary  considerably,  and  in  such  a  way  as  to 
undermine  appeal  to  equity  considerations.    A  state  with  low  income  taxes,  or  none,  may 
have  high  sales  or  propeny  taxes.    Overall  tax  burdens  are  the  ideal  equitv  measure,  but 
measuring  these  is  well  beyond  either  the  capabilities  or  the  responsibilities  of  the  individual 
states. 

While  most  people  could  probably  agree  that  moving  to  escape  taxation  may  not  be  a 
practice  that  ought  to  be  encouraged,  from  a  societal  vantage  point,  no  determination  can 
readily  be  made  as  to  the  reason(s)  for  an  interstate  move.    Increasingly  in  the  1990s,  moves 
are  likely  to  occur  involuntarily,  as  workers  struggle  to  cope  with  corporate  streamlining, 
global  competition,  base  closures  and  the  like.    Many  of  these  migrants  are  downwardly 
mobile  with  respect  to  careers  and  earnings,  and  probably  more  so  over  time  given  current 
projections. 


neither  penalizes  nor  advantages  the  taxpayer  for  a  decision  to  change  state  of  residence. 
The  system  is  inefficient  if  a  relocating  taxpayer  escapes  taxation  because  neither  old  nor 
new  state  taxes  deferred  income  when  it  is  federally  recognized. 
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DISCUSSION 

The  American  Association  of  Retired  Persons  is  concerned  with  the  protection  ot 
retirement  income  secunty  for  all  Americans,  without  regard  to  where  and  uhen  such 
benefits  might  have  been  earned.    The  Association  is  a' so  properly  concerned  uiih  the  tlscal 
soundness  of  the  state  governments  that  provide  so  great  a  measure  of  our  citizens'  overall 
well-being. 

As  a  matter  of  public  policy,  and  perhaps  more  important  as  a  practical  matter,  there 
IS  reason  to  question  the  cost  effectiveness  of  the  administrative  burdens  posed  bv  the  need  to 
keep  records  on  deferred  taxes  owed/paid  in  multiple  junsdictions.    This  is  all  the  more  a 
concern  when  labor  market  turbulence  is  making  it  exceedingly  difficult  for  even  highly 
educated  professionals  to  keep  their  jobs,  or  even  their  careers.    Thus,  an  increasing 
proponion  of  across-state  moves  are  likely  to  be  involuntary  (this  is  alreadv  a  well- 
documented  phenomenon  between  California  and  Nevada,  as  conditions  deteriorate  in  the 
former  state  and  push  workers  toward  the  latter  where  other  business  and  employment 
opportunities  exist). 

With  state  governments  continually  looking  for  additional  sources  of  revenue,  coupled 
with  rapid  advances  in  information  technology  that  make  it  ever  easier  to  track  people's 
whereabouts,  state  taxation  of  nonresident  pensions  may  become  more  prevalent  in  the 
future.    However,  these  changes  may  be  of  little  help  to  those  who  are  unaware  of  the  tax. 
Indeed,  given  the  large  numbers  of  states  that  may  in  the  future  exercise  their  current  ability 
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to  tax  nonresident  pension  income,  many  current  and  future  retirees  may  never  be  certain  ot 
their  tax  obligations.    That  large  unknown  tax  liabilities  may  suddenly  surface  for  some 
retirees  is  certainly  not  a  proper  policy  objective,  particularly  given  that  retirees  generally 
have   limited  ability  to  change  their  income  structure. 

The  significant  administrative  and  individual  problems  that  may  arise  with  imposition 
of  the  tax  on  nonresidents  are  clearly  strong  reasons  for  abandoning  such  taxation.   The  fact 
that  interstate  movement  --  both  into  and  out  of  any  given  state  —is  quite  common  in  our 
ever-mobile  society  suggests  that  ultimately  there  is  little  net  change  in  the  actual  taxes 
collected.    Indeed,  given  increasing  awareness  of  the  economic  resources  older  persons  can 
bring  to  a  community,  there  is  likely  to  be  growing  competition  for  their  presence.    States 
that  are  looking  for  ways  to  attract  older  Americans  may  increasingly  decide  that   not  taxing 
pension  income  is  a  preferred  way  to  improve  their  balance  sheets. 

CONCLUSION 

The  Association  looks  forward  to  working  with  this  committee  as  it  examines  these 
questions  and  the  twin  goals  of  tax  equity  and  tax  efficiency.    Ultimately,  the  states  and  the 
federal  government  must  balance  the  administrative  burdens  and  potential  tax  impact  on 
individuals  and  institutions  with  the  desire  of  the  states  to  expansively  exercise  their  taxing 
powers.    While  states  no  doubt  have  the  authority  to  exercise  such  power,  a  number  of 
legitimate  questions  arise  as  to  the  wisdom  of  such  action.    Should  Congress  determine  that 
federal  intervention  is  necessary,  action  before  an  even  greater  number  of  states  engage  in 
this  practice  would  be  both  timely  and  appropriate. 
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Mr.  Brooks.  Mr.  Duncan. 

STATEMENT  OF  HARLEY  T.  DUNCAN,  EXECUTIVE  DIRECTOR, 
FEDERATION  OF  TAX  ADMINISTRATORS 

Mr.  Duncan.  Thank  you  very  much,  Mr.  Chairman.  The  Federa- 
tion of  Tax  Administrators  is  an  association  of  the  principal  tax  col- 
lection agencies  in  the  50  States  and  the  District  of  Columbia.  We 
oppose  proposed  legislation  that  would  restrict  the  State  taxation 
of  nonresident  pension  income. 

First,  let  me  commend  you,  Mr.  Chairman,  and  the  committee  for 
asserting  your  jurisdiction  over  this  issue.  The  preemption  of  any 
State  tax  authority  can,  I  think,  as  we  could  prove  by  history,  cre- 
ate serious  problems  for  State  governments  without  necessarily  im- 
plementing legislative  intent.  Congress  can  best  develop  expertise 
and  deal  with  the  complex  issues  of  State  taxation  when  commit- 
tees such  as  yours  routinely  and  consistently  assert  their  jurisdic- 
tion and  deal  with  the  issues  of  State  preemption  and  State  tax- 
ation from  a  consistent  policy-based  position,  and  we  commend 
your  actions  in  that  regard. 

Before  the  specifics  of  the  legislation,  I  would  like  to  address  two 
principles  that  I  think  are  important  in  the  minds  of  State  tax  ad- 
ministrators. 

The  first  principle  is  that  the  principle  of  source  tax  of  income 
is  the  framework  for  State  income  taxation  as  well  as  the  Federal 
income  tax.  The  jurisdiction  in  which  income  is  earned  has  the  pri- 
mary right  to  tax  that  income.  The  State  of  residence  of  the  recipi- 
ent of  that  income  has  a  secondary  right  to  tax  that  income,  and 
there  is  and  must  be  a  system  of  offsetting  credits  to  assure  that 
double  taxation  does  not  exist.  That  is  the  system  that  exists  in  the 
large  majority  of  income  tax  States  today  and  that  is  the  system 
that  should  exist. 

But  the  principle  of  source  taxation  is  necessary  to  assure  that 
taxpayers  who  receive  services  from  a  jurisdiction  pay  for  some  of 
the  costs  of  those  services.  Retirees  received  services  while  they 
were  working  in  a  State.  The  income  from  the  performance  of  those 
services  was  deferred.  The  taxation  of  that  income  was  deferred. 
When  a  State  asserts  the  right  to  tax  the  nonresident  income,  it 
is  simply  asserting  the  right  to  tax  income  that  arises  from  services 
that  were  performed  in  that  State. 

The  source  principle  is  necessary  to  avoid  tax  havens,  and  I 
would  argue  as  well  to  preserve  the  progressive  income  tax  and 
avoid  a  competition  which  drives  all  rates  to  lower  levels. 

The  second  principle  that  is  important  is  that  Congress  should 
show  restraint  in  preempting  State  tax  authority.  The  ability  of 
States  to  tax  residents  and  nonresidents,  the  nature  of  the  income 
that  can  be  taxed,  and  the  manner  in  which  they  can  do  so  is  set 
and  bound  by  the  Constitution,  and  there  are  bounds  within  the 
Constitution  that  must  be  followed.  When  Congress  preempts  State 
taxation  authority,  it  really  begins  to  undermine  the  Federal  sys- 
tem that  we  have  where  there  are  rights  and  responsibilities  for 
each  party  and  obligations  on  each  party.  And  by  restricting  our 
taxing  authority,  you  impede  our  ability  to  access  revenue  sources 
to  fund  our  responsibilities. 
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Frankly,  as  a  practical  matter,  the  Congress  has  not  done  a  par- 
ticularly good  job  of  enacting  preemptions.  Often  they  are  done 
without  consulting  State  and  local  governments.  They  are  often 
done  without  concern  for  their  relationship  to  other  State  tax  laws. 
And  they  are  also  done  to  solve  constituent  problems  rather  than 
being  based  on  a  policy. 

Court  interpretations  of  Federal  law  have  led  to  unusual  and 
highly  disruptive  changes  to  State  tax  systems.  I  would  note  the 
4-R  Act,  with  which  you  are  familiar,  Mr.  Chairman,  where  17 
years  after  enactment  we  have  a  major  case  yet  before  the  Su- 
preme Court  next  term. 

FTA,  or  the  federation,  believes  that  Congress  should  limit  its 
intervention  to  what  it  perceives  to  be  serious  problems  that  States 
cannot  resolve  themselves.  States  as  a  general  matter  recognize 
that  the  source  principle  of  taxation  does  not  work  perfectly  when 
it  is  applied  rigidly  to  the  taxation  of  nonresident  pension  income. 
The  large  majority  of  States  do  not  tax  nonresident  pensions  at  all. 
Those  that  do,  a  majority  tax  only  a  limited  nature  of — type  of  pen- 
sion income.  I  would  point  to  New  York  where  there  is  an  exemp- 
tion for  $20,000  of  any  retirement  income  and  an  exemption  for  all 
annuity  income,  so  that  you  are  talking  only  about  withdrawals, 
lump-sum  withdrawals  generally  from  nonqualified  plans. 

It  is  not  right  for  the  Congress  to  unnecessarily  restrict  the  ac- 
tivities of  all  50  States  because  it  does  not  like  wnat  is  being  done 
in  one  State.  These  matters  are  best  addressed  by  the  legislature 
and  the  State  of  California  is  attempting  to  do  so  with  the  consider- 
ation of  a  bill  that  would  set  a  threshold  for  before  any  pension  in- 
come of  nonresidents  would  be  taxed.  A  similar  bill  was  opposed  by 
the  RESIST  organization  2  years  ago. 

Finally,  Mr.  Chairman,  if  the  committee  believes  that  legislation 
in  this  area  is  necessary,  let  me  offer  some  guidance.  We  believe 
that  any  legislation  which  would  be  passed  should  be  specific  and 
it  should  be  technically  correct  and  precisely  drafted.  Limiting  pre- 
emption to  the  taxation  of  certain  kinds  of  qualified  plans  is  very 
important  to  avoid  abusive  situations  where  highly  compensated 
individuals  could  defer  large  amounts  of  income  until  they  move 
out  of  State. 

Any  proposed  language  should  also  reference  the  Internal  Reve- 
nue Code  because  of  the  precision  which  that  brings  to  the  mean- 
ing of  terms,  and  Congress  should  clarify  in  the  committee  report 
that  State  law  definitions  of  residency  are  to  be  respected. 

In  all  of  those  regards  I  would  commend  Senator  Reid  and  his 
staff  for  the  changes  they  have  made  to  their  original  proposals  in 
that  regard.  While  we  oppose  the  Federal  legislation  that  would  re- 
strict State  tax  authority,  we  stand  ready  to  work  with  you  to  ana- 
lyze this  issue  and  attempt  to  bring  its  resolution. 

Thank  you. 

Mr.  Brooks.  Thank  you  very  much. 

[The  prepared  statement  of  Mr.  Duncan  follows:] 
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Testimony 
Economic   and    Commercial    Law   Subcommittee 

of  the 
U.S.     House  Committee  on  the  Judiciary 

on 

State   Taxation   of   Nonresident   Pension   Income 

July    22.    1Sd3 


Mr.  Chairman  and  Members  of  the  Committee: 

Thanl<  you  for  letting  me  present  the  Federation  of  Tax  Administrators' 
position  on  proposals  to  preempt  state  taxation  of  nonresident  pensions. 
The  Federation  of  Tax  Administrators  (FTA)  represents  the  state  tax 
administration  agencies  of  all  fifty  states,  the  District  of  Columbia  and 
New  York  City. 

First,  let  me  commend  the  Committee  for  asserting  jurisdiction  on 
this  issue  and  holding  this  hearing.  Frequently,  Congress  has  limited  state 
taxing  authority  without  consulting  the  affected  states.  Because  state 
taxation  is  a  highly  specialized  subject,  these  preemptions  have  created 
problems  for  state  governments  without  necessarily  implementing 
Congressional  intent.  Congress  should  impose  its  authority  to  preempt 
state  rights  only  when  states  themselves  are  unable  to  address  a  problem. 
Should  that  occur,  however,  Congress  has  an  obligation  to  develop 
expertise  about  state  taxation.  This  can  best  be  done  if  the  committees 
with  formal  jurisdiction  over  this  issue  -  the  House  Judiciary  Committee 
and  the  Senate  Finance  Committee  --  assert  their  jurisdiction,  develop 
the  relevant  expertise,  and  consult  routinely  with  the  affected  states. 

Before  addressing  the  specifics  of  this  legislation,  let  me  emphasize 
two  principles  that  I  believe  are  important  for  the  Committee  to  accept. 
The  first  principle  is  that  of  source  taxation  of  income.  The  second 
principle  is  the  need  for  Congressional  restraint  in  preempting  state 
taxing    authority. 

The  source  principle  of  income  taxation  is  that  the  jurisdiction  in 
which  income  is  earned  has  the  primary  right  to  tax  that  income.  The 
jurisdiction  where  the  taxpayer  is  a  resident  should  assert  only  a 
secondary  right  to  tax  the  income  by  giving  a  credit  for  taxes  paid  to  the 
source  state.  This  is  the  principle  that  underlies  the  federal  income  tax, 
the  income  taxes  of  most  other  industrialized  countries,  and  most  state 
tax  systems. 
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It  is  the  right  way  to  tax  income  for  two  reasons.  First,  taxpayers 
who  earn  income  in  a  jurisdiction  receive  services  from  that  jurisdiction 
and  should  pay  some  of  the  costs  of  providing  those  services.  While 
retirees  may  not  currently  be  receiving  services  from  the  source  state, 
they  did  so  when  they  did  the  work;  the  compensation  for  that  work  was 
merely  deferred  under  the  pension  plan,  as  was  the  taxtion  of  that 
compensation.  Second,  in  the  absence  of  source  taxation,  jurisdictions 
will  be  discouraged  from  using  progressive  income  taxes  for  fear  that 
wealthy  taxpayers  can  easily  change  their  residences,  thereby  avoiding 
residence-based  income  taxes  by  moving  to  low-tax  jurisdictions,  while 
continuing  to  earn  substantial  income  in  higher  tax  jurisdictions.  The 
progressive  income  tax  is  our  fairest  tax  at  both  the  federal  and  state 
levels,  and  the  source  principle  is  needed  to  protect  it. 

The  second  principle  is  that  Congress  should  show  restraint  in 
exercising  its  power  to  preempt  state  taxing  authority.  We  govern  through 
a  federal  system  in  which  states  are  given  distinct  responsibilities  and 
need  revenue  sources  to  fund  those  responsibilities.  Whenever  Congress 
unnecessarily  restricts  state  taxation  without  making  up  to  the  states  the 
resultant  loss  in  revenue.  Congress  undermines  that  federal  system. 
Furthermore,  as  a  practical  matter.  Congress  generally  has  not  done  a  very 
good  job  in  enacting  preemptions.  The  laws  have  been  vaguely  drafted,  and 
no  federal  agency  has  been  given  the  responsibility  to  interpret  the 
statutes,  causing  the  courts  to  adopt  very  expansive  interpretations  that 
go  well  beyond  what  Congress  may  have  originally  intended.  Congress  has 
not  considered  state  revenue  needs,  succumbing  to  the  temptation  to  give 
its  constituents  a  tax  cut  funded  by  the  states. 

Problems  are  surfacing  with  respect  to  virtually  every  existing 
preemption  of  state  taxing  authority.  Our  most  current  example  is  the 
debacle  over  state  taxation  of  federal  pensions,  which  threatens  to 
impose  crushing  financial  burdens  on  many  states.  This  problem  stems 
from  an  idiosyncratic  interpretation  by  the  U.S.  Supreme  Court  of  a  50- 
year-old  law,  and  the  Court's  retroactive  application  of  its  interpretation. 
(As  an  aside,  it  is  ironic  that  the  Court's  interpretation  of  the  term 
"compensation'  to  include  pensions  is  exactly  the  opposite  of  the  intent  of 
the  bills  being  considered  today,  which  seek  to  distinguish  between 
pensions  and  other  forms  of  compensation.) 
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Without  going  into  detail,  i  would  also  like  to  point  to  two  instances 
when  judicial  interpretations  of  direct  Congressional  action  have  gravely 
harmed  states  and  led  to  changes  in  state  systems  that  we  are  convinced 
the  Congress  never  envisioned:  ERISA  preemption  and  the  4-R  Act.  ERISA, 
the  Employee  Retirement  Income  Security  Act,  has  interfered  with  the 
way  states  tax  their  own  businesses  to  pay  for  their  own  programs.  The 
4-R  Act,  the  Railroad  Revitalization  and  Regulatory  Reform  Act,  was 
supposed  to  simply  state  that  railroads  arul  carline  companies  were  not  to 
be  subjected  to  discriminatory  property  taxes.  That  was  in  1976.  Now, 
17  years  later,  many  state  property  tax  systems  have  been  severely 
disrupted  and  at  times  actually  gutted  by  litigation  over  this  Act.  A  case 
is  now  before  the  U.S.  Supreme  Court  that  has  caused  the  U.S.  Solicitor 
General  to  ask  the  Court  to  consider  the  basic  question:  what  is  the  proper 
interpretation  of  4-R  with  respect  to  property  tax  exemptions?  After 
seventeen  years  of  litigation,  a  basic  point  of  the  federal  law  is  still 
unknown. 

Congress  should  exercise  restraint  when  it  considers  preempting  state 
taxing  authorities,  limiting  intervention  to  what  it  perceives  to  be 
serious  problems  that  sates  cannot  resolve  themselves. 

The  Federation  of  Tax  Administrators  opposes  proposals  to  preempt 
state  taxation  of  nonresident  pensions  because  they  violate  the  two 
principles  I  have  just  enunciated.  We  acknowledge  that  the  source 
principle  does  not  work  perfectly  when  rigidly  applied  to  the  taxation  of 
nonresident  pensions.  For  example,  no  one  is  defending  a  result  where  an 
employee  who  has  worked  for  a  company  for  many  years  in  twenty 
different  states  must  file  tax  returns  in  each  of  those  states  during  his 
retirement.  This  possibility,  however,  does  not  justify  Congressional 
intervention;  the  problem  is  best  addressed  by  the  states  themselves. 

Presently,  the  vast  majority  of  states  either  do  not  tax  nonresident 
pensions  at  all.  Those  few  that  do  tax  the  pensions  in  such  limited  ways 
that  unfair  results  are  avoided.  Indeed,  it  is  fair  to  say  that 
Congressional  interest  in  this  issue  results  from  the  activity  of  only  one 
state  ~  California.  It  is  wrong  for  Congress  to  unnecessarily  restrict  the 
activities  of  all  50  states  because  one  state  does  something  Congress 
doesn't  like.  Moreover,  California  is  considering  legislation  to  greatly 
restrict  its  taxation  of  nonresident  pensions.  We  believe  Congress  should 
give  California  a  chance  to  deal  with  the  problem  itself  before 
intervening. 
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Should  Congress  decide  to  act  on  this  issue,  we  would  most  strongly  urge 
you  to  work  with  the  Joint  Committee  on  Taxation  and  other  experts  in 
pension  tax  laws  and  state  tax  laws  so  that  any  resulting  legislation  can 
be  technically  correct  and  precise.  It  would  be  wrong  for  Congress  to 
adopt  a  preemption  that  contains  loopholes  that  enable  taxpayers  to 
characterize  ordinary  compensation  as  retirement  income  and  thereby 
avoid  legitimate  state  taxcation.  Therefore,  limiting  any  preemption  to 
taxation  of  certain  kinds  of  qualified  plans  is  very  important.  It  is  also 
important  that  states  retain  the  right  to  tax  large  lump-sum  distributions 
from  qualified  plans.  Finally,  to  the  extent  possible,  the  law  should 
reference  sections  of  the  Interna!  Revenue  Code  so  that  there  is  a  precise 
understanding  of  just  what  is  meant.  After  our  experience  with  the 
courts'  interpretations  on  the  federal  retiree  pension  issue,  !  cannot 
overemphasize  the  importance  of  precise  drafting. 

Let  me  raise  two  other  technical  issues.  First,  it  is  preferable  for  any 
preemption  to  take  effect  prospectively;  that  is,  in  tax  year1994  if 
legislation  is  enacted  in  1993  and  in  tax  year  1995  if  legislation  is 
enacted  in  1994.  Second,  Congress  should  clarify  in  the  committee  report 
that  state  law  definitions  of  residency  are  to  be  respected. 

Also,  if  Congress  chooses  to  intervene  on  this  issue,  it  should  address 
a  related  problem.  Several  states,  including  Texas,  have  enacted 
legislation  that  restricts  the  ability  of  other  states  to  enforce  collection 
of  tax  liabilities  related  to  nonresident  pensions.  While  these  laws  are 
probably  unconstitutional,  according  to  Congressional  Research  Service,  it 
is  burdensome  and  somewhat  embarrassing  for  one  state  to  challenge  the 
constitutionality  of  laws  enacted  in  another  state.  Therefore,  if  Congress 
chooses  to  specify  precisely  what  kind  of  state  taxation  of  nonresident 
pensions  is  or  is  not  permissible,  it  should  also  clarify  that  states  are  not 
allowed  to  restrict  other  states  in  the  collection  of  legitimate  tax 
liabilities. 

I  will  be  happy  to  answer  any  questions. 


Harley  T.  Duncan,  Executive  Director 
Federation  of  Tax  Administrators 
Washington,  DC 


72-345  0-93-3 
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Mr.  Brooks.  Mr.  Farrell. 

STATEMENT  OF  CHRIS  FARRELL,  LEGISLATIVE 

REPRESENTATIVE,    NATIONAL    ASSOCIATION    OF    RETIRED 
FEDERAL  EMPLOYEES 

Mr.  Farrell.  Mr.  Chairman  and  members  of  the  committee,  on 
behalf  of  the  National  Association  of  Retired  Federal  Employees,  I 
would  like  to  express  our  appreciation  for  the  opportunity  to 
present  this  testimony  on  State  taxation  of  nonresident  pension  in- 
come. NARFE's  interest  in  this  subject  stems  from  the  two  national 
conventions  that  have  adopted  resolutions  seeking  enactment  of 
Federal  legislation  to  allow  retirees  to  relocate  without  being  in- 
dentured to  a  jurisdiction  of  previous  residence. 

NAKFE's  strongly  supports  the  legislation  pending  before  the 
subcommittee  that  would  limit  the  ability  of  the  several  States  to 
tax  the  disbursements  of  qualified  pension  plans. 

In  June  1991  NARFE  submitted  testimony  to  the  hearing  record 
of  the  Senate  Subcommittee  on  Taxation  chaired  by  Senator  Boren. 
H.R.  702  and  H.R.  546  are  much  improved  versions  of  the  outright 
prohibition  contained  in  S.  267,  the  subject  of  that  hearing,  and 
several  bills  introduced  during  the  102d  Congress  and  H.R.  411, 
introduced  by  Representative  Stump,  and  pending  before  this  sub- 
committee. 

The  improvement  in  the  legislation  owes  much  to  the  efforts  of 
Senator  Reid,  the  Joint  Teix  Committee,  the  consideration  of  the  Fi- 
nance Committee,  and  quite  likely  to  the  Federation  of  Tax  Admin- 
istrators. In  fact,  two  of  the  three  bills  pending  before  this  commit- 
tee are  based  on  the  revised  version  of  S.  267,  which  has  twice 
passed  the  U.S.  Senate. 

The  legislative  scope  was  made  more  appropriate  with  the  shift 
from  an  outright  prohibition  of  State  authority  to  source  tax  pen- 
sion income  to  a  limitation  on  the  State  authority  if  the  pending 
disbursement  is  from  a  qualified  plan.  Taxation  deterred  should  not 
be  converted  into  tax  avoidance.  Rather  States  defer  taxation  dur- 
ing the  peak  wage-earning  years  so  that  citizens  will  continue  to 
be  taxpayers  when  they  are  retired  and  likely  to  demand,  and  per- 
haps to  demand  State  services  of  a  different  sort  and,  perhaps, 
greater  State  resources. 

Sometimes  this  issue  is  seen  only  as  an  issue  for  public  sector 
retirees,  while  State  and  municipal  retirees  are  the  most  exposed 
to  pension  source  tax  because  their  paymaster  is  able  to  withhold 
before  disbursement  as  is  occurring  in  the  case  documented  in  the 
CBS  Evening  News  recently.  Private  sector  employers  consider 
source  tax  either  extremely  difficult  or  perhaps  impossible  to  com- 
ply with.  The  American  Payroll  Association,  based  in  New  York, 
and  the  Tax  Executives  Institute,  based  here  in  Washington,  have 
considerable  expertise  to  provide  to  the  committee. 

Rather  than  seeing  the  present  practice  of  a  small  number  of 
States  as  a  clear  and  present  danger  to  Western  civilization  as  we 
know  it,  left  unaddressed  by  a  higher  legislature,  the  Congress,  the 
number  of  source  tax  States,  if  only  for  retaliation,  is  likely  to 
grow.  Why  should  any  State  with  the  authority,  and  to  my  knowl- 
edge only  New  Jersey  among  the  States  with  a  broad-based  State 
income  tax  is  specifically  prohibited  from  source  taxing,  allow  its 
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departing  citizens  to  leave  unencumbered  when  the  citizens  re- 
cently arrived  from  California  or  several  other  States  are 
umbilicaled  back  to  their  State  of  former  residence? 

Recently  the  Texas  Legislature  enacted  legislation  to  prevent  its 
State  courts  from  being  a  party  to  the  collection  of  debts  claimed 
to  be  owed  to  other  States  based  on  pension  source  tax.  This  too 
is  rationg.1  State  legislative  behavior.  Left  unaddressed  by  Congress 
as  the  legislature  of  last  resource,  this  issue  will  become  more  and 
more  salient.  You  may  have  newly  arrived  constituents  who  are  not 
now  aroused,  but  who  will  be  if  their  former  State  of  residence 
seeks  to  tax  them  using  the  source  tax. 

Should  this  occur,  they  must  turn  to  you  because  they  no  longer 
can  participate  in  a  meaningful  way  in  the  civic  life  of  their  former 
State  or  States.  In  addition  to  paying  taxes  to  a  jurisdiction  where 
they  no  longer  consume  State  services,  the  new  State  of  residence 
where  they  are  or  will  consume  resources  must  do  so  without  the 
economic  benefit  the  source  taxed  individual  would  otherwise  pro- 
vide to  it  in  various  taxes  and  consumer  spending. 

In  this  opportunistic  application  the  source  tax  has  created  a  lit- 
any of  horror  stories  well  documented  in  the  RESIST  of  America 
testimony.  While  these  histories  are  happening  in  other  States  or 
districts  now,  the  experience  will  necessarily  spread.  Increased 
labor  mobility,  one  of  America's  great  strengths,  provides  ripe  tar- 
gets. Faster  computers  combing  larger  data  bases  provide  the 
means  and  the  State's  appetite  for  revenue  to  supply  essential  and 
mandated  services  creates  the  demand. 

This  problem  will  not  go  away.  Just  the  opposite  is  true.  Rational 
State  legislators  believe  the  old  tax  notion — "Don't  tax  thee.  Don't 
tax  me.  Tax  the  man  behind  the  tree" — who  just  happens  to  be  over 
the  State  line. 

Some  trade  unions  and  progressive  tax  theorists  believe  that 
source  taxes  are  a  device  for  an  income  tax  States  to  punish  non- 
income-tax  States.  This  contention  is  worthy  of  closer  examination. 
The  California-Nevada  and  New  York-Florida  retirement  trails  are 
well  worn,  but  not  the  only  paths  and  not  the  only  reason  people 
migrate  in  retirement. 

Thank  you  for  the  opportunity  to  testify.  I  look  forward  to  any 
questions  you  might  have. 

[The  prepared  statement  of  Mr.  Farrell  follows:] 
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Prepared  Statement  of  Chris  Farrell,  Legislative  Representative, 
National  Association  of  Retired  Federal  Employees 


Mr.  Chairman  and  Merbers  of  the  Committee,  on  behalf  of  the 
National  Association  of  Retired  Federal  Employees,  I  would  like  to 
express  our  appreciation  for  the  opportunity  to  submit  this 
testimony  on  State  Taxation  of  Nonresidents'  Pension  Income. 

NARFE's  interest  in  this  subject  stems  from  the  two  national 
conventions  that  have  adopted  resolutions  seeking  enactment  of 
federal  legislation  to  allow  retirees  to  relocate  without  being 
indentured  to  a  jurisdiction  of  previous  residence. 

NARFE  strongly  supports  the  legislation  pending  before  the 
Subcommittee  that  would  limit  the  ability  of  the  several  states  to 
tax  the  disbursements  of  a  qualified  pension  plan.  Specifically, 
NARFE  enthusiastically  supports  H.R.  702  and  H.R.  546  sponsored  by 
Representatives  Unsoeld  and  Vucanovich  respectively. 

In  June  1991  NARFE  submitted  testimony  to  the  hearing  record 
of  the  Senate  Subcommittee  on  Taxation  chaired  by  Senator  Boren. 
H.R.  702  and  H.R.  546  are  much  improved  versions  of  the  outright 
prohibition  contained  in  S.  267,  the  subject  of  that  hearing,  and 
several  bills  introduced  during  the  102nd  Congress  and  H.R.  411 
introduced  by  Representative  Stump  in  the  current  Congress. 

The  improvement  in  this  legislation  owes  much  to  the  efforts 
of  Senator  Reid,  the  Joint  Tax  Committee  and  the  consideration  in 
the  Finance  Committee  during  1991  and  1992.  In  fact,  two  of  the 
three  bills  pending  before  this  committee  are  based  on  the  revised 
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version  of  S  267  which  twice  passed  the  Senate.  The  legislation's 
scope  was  made  more  appropriate  with  the  shift  from  an  outright 
prohibition  of  state  authority  to  source  tax  pension  income  to  a 
limitation  on  state  authority  if  the  pension  disbursement  is  from 
a  qualified  plan.  Taxation  deferred  should  not  be  converted  into 
tax  avoidance.  Rather,  states  defer  taxation  during  the  peak  wage 
earning  years  so  that  citizens  will  continue  to  be  taxpayers  when 
retired  and  likely  to  make  demands  (perhaps  much  greater  demands) 
on  different  state  resources. 

Sometimes  this  issue  is  seen  as  only  an  issue  for  public 
sector  retirees.  While  state  and  municipal  retirees  are  the  most 
exposed  to  pension  source  tax  because  their  paymaster  is  able  to 
withhold  before  disbursement,  as  is  occurring  in  the  case 
documented  in  Ray  Brady's  report  on  the  CBS  Evening  News  recently, 
private  sector  employers  consider  source  tax  extremely  difficult  or 
impossible  to  comply  with.  The  American  Payroll  Association  and 
Tax  Executives  Institute  have  considerable  expertise  to  provide  to 
the  Committee. 

Rather  than  seeing  the  present  practice  of  a  small  number  of 
states  as  a  clear  and  present  danger  to  western  civilization  as  we 
know  it,  left  unaddressed  by  a  higher  legislature,  the  Congress, 
rational  state  legislative  behavior  will  lead  to  an  increasing 
number  of  source  tax  states  in  retaliation,  if  nothing  else,  for 
the  egregious  behavior  of  the  California  Franchise  Tax  Board.  Why 
should  any  state  with  the  authority  (only  New  Jersey  among  the 
states  with  a  broad  based  income  tax  is  specifically  prohibited 
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from  source  taxing)  allow  its  departing  citizens  to  leave 
unencumbered  when  the  citizens  late  of  California  are  umbilicated 
to  Sacramento.  Recently  the  Texas  Legislature  enacted  legislation 
to  prevent  its  state  courts  from  being  a  party  to  the  collection  of 
debts  claimed  to  be  owed  to  other  states  based  on  pension  source 
tax.   This  too  is  rational  state  solon  behavior. 

Left  unaddressed  by  Congress,  as  the  legislature  of  last 
resort,  this  issue  will  become  more  and  more  salient.  You  may  have 
newly  arrived  constituents  who  are  not  aroused  now,  but  will  be  if 
their  former  state  of  residence  seeks  to  tax  them  using  the  source 
tax.  Should  this  occur  they  must  turn  to  you  as  they  can  no  longer 
participate  in  a  meaningful  way  in  the  civic  life  of  their  former 
state (s) .  In  addition  to  paying  taxes  to  a  jurisdiction  where  they 
no  longer  consume  state  services,  the  new  state  of  residence  where 
they  are  or  will  consume  resources  must  do  so  without  the  economic 
benefit  the  source  taxed  individual  would  otherwise  provide  it  in 
various  taxes  and  consumer  spending. 

In  its  opportunistic  application,  the  source  tax  has  created 
a  litany  of  horror  stories  well  recounted  in  the  RESIST  of  America 
testimony  in  June  of  1991  and  quite  likely  today.  While  these  case 
histories  are  happening  in  other  states  or  districts  now,  the 
experience  will  spread.  Increased  labor  mobility,  one  of  America's 
great  strengths,  provides  ripe  targets,  faster  computers  combing 
larger  databases  provide  the  means,  and  the  states'  appetites  for 
revenue  to  supply  essential  and  mandated  services  creates  the 
demand.  This  problem  will  not  go  away.  Just  the  opposite  is  true. 
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Rational  state  legislators  believe  the  old  tax  theory,  "don't  tax 
thee,  don't  tax  me,  tax  the  man  behind  the  tree"  who  just  happens 
to  be  over  the  state  line. 

Some  trade  unions  and  progressive  tax  theorists  believe  state 
source  taxes  are  a  device  for  the  income  tax  states  to  punish  the 
non-inccme  tax  states.  This  contention  is  worthy  of  closer 
examination.  The  California-Nevada  and  New  York-Florida  retirement 
trails  are  well  worn  but  not  the  only  paths  and  not  the  only  reason 
people  migrate  in  retirement.  Before  state  tax  administrations 
require  the  exchange  of  computer  tapes  with  every  other 
jurisdiction,  this  Committee  could  look  over  the  horizon  and  save 
rational  actors  from  the  logical  consequences  of  their  actions. 

Efficient  administration  of  state  government  is  consistent 
with  the  collection  of  taxes  on  the  income  of  current  resident 
citizens  but  inefficient  and  inherently  discriminatory  when  aimed 
at  some,  easily  found,  former  residents  now  domiciled  in  other 
states.  On  behalf  of  our  members  in  every  state  and  district, 
NARFE  urges  you  and  the  Subcommittee  to  favorably  report  H.R.  702 
and  H.R.  546. 

Again,  I  thank  you,  Mr.  Chairman,  for  the  chance  to  present 
our  views. 
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Mr.  Brooks.  Professor  Smith. 


STATEMENT  OF  JAMES  C.  SMITH,  PROFESSOR,  SCHOOL  OF 
LAW,  UNIVERSITY  OF  GEORGIA 

Mr.  Smith.  Thank  you,  Mr.  Chairman.  I  am  James  Smith,  pro- 
fessor of  law  at  the  University  of  Georgia.  I  am  honored  by  the  in- 
vitation to  be  here  today  to  testify  before  this  subcommittee.  I  am 
not  appearing  on  behalf  of  anv  client,  public  or  private,  but  solely 
to  present  my  own  professional  views  on  the  subject. 

Due  process  requires  that  the  State  have  some  connection  with 
the  income  it  seeks  to  tax.  There  are  two  bases  for  State  income 
taxation,  both  recognized  by  Supreme  Court  cases.  Under  the  resi- 
dence theory,  a  resident  is  taxable  on  all  income  wherever  earned. 
Under  the  source  theory,  a  taxpayer  is  taxable  on  all  income  from 
sources  within  the  State. 

The  problem  at  hand  is  how  tax  deferral  fits  in  with  the  resi- 
dence and  the  source  theory  of  tax  jurisdiction.  The  key  question 
is  this:  When  is  pension  income  really  earned,  when  the  pension 
checks  arrive  in  the  mailbox  or  earlier  when  the  recipient  was 
working?  There  may  be  a  popular  notion  that  money  is  not  earned 
until  it  is  physically  in  hand,  but  both  economically  and  legally  a 
pension  is  earned  while  the  person  is  working,  day  by  day.  When 
the  State  permits  the  taxpayer  to  defer  recognition  of  pension  in- 
come, this  is  a  matter  of  legislative  grace.  The  State  could  have 
taxed  the  pension  rights  prior  to  retirement,  when  they  were 
earned.  Therefore,  in  my  judgment.  States  plainly  possess  the 
power  under  the  due  process  clause  to  tax  income  derived  from 
sources  within  the  State,  even  if  the  income  is  recognized  years 
later  when  the  taxpayer  no  longer  lives  in  the  taxing  State. 

Two  objections  made  against  State  taxation  of  former  residents' 
pension  income  are  unpersuasive.  First,  it  is  said  that  only  those 
persons  who  have  the  right  to  vote  ought  to  be  subject  to  tax.  There 
is  no  constitutional  link  between  the  right  to  vote  and  the  duty  to 
pay  tax.  Persons  who  lack  the  right  to  vote  due  to  nonresidence  are 
nonetheless  properly  tEixable  on  the  basis  of  source. 

Second,  it  is  said  that  those  who  pay  tax  ought  to  receive  some 
benefits  from  the  government  in  return.  It  is  true,  of  course,  that 
a  retiree  who  has  completely  severed  his  ties  with  his  State  of 
former  employment  may,  in  fact,  receive  no  benefits  from  his  tax 
payments  after  his  retirement.  But  this  misses  the  mark  because 
it  looks  to  the  wrong  point  on  the  time  continuum.  Instead  the  time 
period  during  which  income  was  earned  is  the  key. 

The  State  provided  the  nonresident  with  ample  benefits — in  the 
form  of  roads,  police  and  fire  protection,  and  other  governmental 
services — while  the  income  was  being  earned  in  the  State.  Thus, 
States  may  tax  the  pension  income  that  nonresidents  have  earned 
in  the  State  without  violating  the  benefit  principle  of  source  tax- 
ation. 

Equity  is  an  important  tax  policy  concern.  A  person  who  moves 
out  of  State  after  retirement  and  a  retiree  who  continues  to  live  in 
the  same  State  are  similarly  situated.  Their  pension  income  should 
be  taxed  similarly.  But,  if  the  State  of  former  residence  cannot  tax 
the  pension  income  of  former  residents,  there  is  great  risk  of  dis- 
parate tax  impacts.  Often  the  State  of  retirement  will  not  impose 
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an  equivalent  income  tax  on  the  pension  income  of  its  new  resi- 
dents. The  tax  system  should  not  penalize  retirees  who  elect  to  stay 
in  State,  nor  should  it  create  a  tax  windfall  for  those  who  load  the 
moving  van. 

When  the  taxpayer  retires  to  a  State  that  taxes  the  pension  in- 
come, the  possibility  of  double  taxation  arises.  However,  the  v/ide- 
spread  availability  of  a  tax  credit  substantially  solves  the  problem 
of  an  unfairly  high  tax  burden  stemming  from  two  States  taxing 
the  same  pension  income.  All  States  with  income  taxes  presently 
provide  credits  for  residents  who  earn  income  from  sources  in  other 
States. 

Legislation  to  bar  States  from  taxing  the  pension  income  of  their 
former  residents  is  not  necessarily  bad  policy,  even  though  such 
taxation  is  fully  compatible  with  due  process  and  with  equity.  The 
critical  issues  raised  by  State  taxation  of  nonresident  pension  in- 
come in  my  mind  are  practical  issues,  not  constitutional  ones  or 
theoretical  ones.  States  lack  the  constitutional  power  to  tax  the 
portion  of  a  nonresident's  pension  income  that  reflects  accumula- 
tions during  the  time  the  taxpayer  was  not  a  resident  of  the  taxing 
State.  States  thus  must  limit  their  teixation  of  nonresident  pension 
income  to  the  income  that  was  earned  by  the  retiree  in  the  State 
or  that  was  accumulated  while  the  retiree  was  a  resident  of  the 
taxing  State. 

In  addition,  when  a  person  works  in  more  than  one  State  prior 
to  retirement.  States  must  have  a  mechanism  for  tracing  the  pre- 
cise amount  of  the  pension  income  that  is  properly  attributable  to 
each  taxing  State.  This  is  hard  to  do. 

Although  these  practical  difficulties  may  justify  the  proposed  con- 
gressional restriction,  there  is  some  risk  that  States  may  react  to 
the  legislation  by  seeking  to  tax  departing  residents  on  their  ac- 
crued pension  income. 

Thank  you,  Mr.  Chairman.  I  would  be  happy  to  answer  any  ques- 
tions. 

Mr.  Brooks.  Thank  you  very  much,  Mr.  Smith. 

[The  prepared  statement  of  Mr.  Smith  follows:] 
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statement  of  James  C.  Smith 

on 

State  Taxation  o£  Nonresidents'  Pension  Income 

Before  the 
Subcommittee  on  Economic  and  Commercial  Law 

of  the 
Committee  on  the  Judiciary 
United  States  House  of  Representatives 
July  22.  1993 


I  am  James  C.  Smith,  Professor  of  Law  at  the  University  of 
Georgia,  where  I  have  taught  for  the  past  nine  years.  I  am  honored 
by  the  invitation  to  appear  before  this  Subcommittee  to  testify. 
I  am  not  appearing  on  behalf  of  any  client,  public  or  private,  but 
solely  to  present  my  own  professional  views  on  the  subject. 

While  I  teach  euid  write  in  several  different  areas,  I  have 
written  one  book  dealing  with  income  taxation.  In  addition,  I  have 
written  two  articles,  with  Professor  Halter  Hellerstein  as  co- 
author, that  deal  specifically  with  the  interstate  problems  raised 
by  state  taxation  of  deferred  income.  Hellerstein  &  Smith,  State 
Taxation  of  Nonresidents'  Pension  Income,  Tax  Notes,  July  13,  1992; 
Smith  &  Hellerstein,  State  Taxation  of  Federally  Deferred  Income: 
The  Interstate  Dimension,  44  Tax  L.  Rev.  349  (1989)  .  I  am 
submitting  both  articles  for  inclusion  in  the  record. 
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CONSTITUTIONAL  POWER  OF  STATES  TO  TAX  NONRESIDENTS'  PENSION  INCOME 
During  the  past  few  years,  several  bills  introduced  into 
Congress  have  sought  to  bar  states  from  taxing  the  pension  income 
of  their  former  residents.  The  key  question,  therefore,  is  whether 
states  that  tax  the  pension  income  of  their  former  residents  are 
properly  exercising  their  powers. 

Due  process,  broadly  speaking,  requires  that  the  state  have 
some  connection  with  the  income  it  seeks  to  tax.  Obviously,  a 
state  cannot  tax  an  individual  who  has  never  resided  in  or  earned 
income  in  the  state.  A  line  of  Supreme  Court  cases  describe  two 
fundsunental  but  alternative  predicates  for  state  power  to  tax 
income:  residence  and  source.  When  a  state  taxes  the  income  of  its 
resident,  the  theory  is  that  the  rights  and  privileges  of  residence 
justify  taxing  all  of  the  resident's  income,  even  if  some  or  all  of 
it  is  earned  from  out-of-state  sources.  Receipt  of  income  by  a 
resident  is  \iniversally  recognized  as  a  proper  basis  for  taxation. 
The  source  theory  of  income  taxation  stems  from  the  general 
dominion  that  the  states  have  over  all  persons,  property,  and 
business  transactions  within  their  borders.  The  state,  in  addition 
to  asserting  dominion,  protects  the  persons  who  earn  income,  their 
property,  and  the  activities  they  pursue  within  the  jurisdiction. 
Prom  these  two  theories  of  taxing  jurisdiction  emerge  the 
settled  constitutional  principles  that  a  state  may  tax  residents  on 
their  income  from  all  sources  and  nonresidents  on  their  income  from 
sources  within  the  state.  These  constitutional  principles  are 
reflected  in  the  state  statutes  that  generally  tax  residents  on  all 
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of  their  income  wherever  earned  while  taxing  nonresidents  on  their 
income  derived  from  sources  within  the  state. 

The  problem  at  hand,  stated  generally,  is  how  tax  deferral 
fits  in  with  the  residence  theory  and  the  source  theory  of  tax 
jurisdiction.  States  plainly  possess  the  power  under  the  due 
process  clause  to  tax  income  derived  from  sources  within  the  state, 
even  if  the  income  is  recognized  years  later  when  the  taxpayer  no 
longer  has  any  connection  with  the  state.  Whatever  may  be  the 
practical  problems  in  collecting  a  tax  on  such  income,  the 
constitutionally  sufficient  nexus  that  the  state  has  with  the 
income  when  it  was  earned  does  not  evaporate  merely  because  the 
income  earner  has  severed  his  ties  with  the  state  and  the  state  has 
chosen  to  postpone  taxation  of  the  income  for  policy  reasons. 

There  is  no  sound  theoretical  basis  for  depriving  states  where 
deferred  pension  income  is  earned  of  the  right  to  tax  such  income 
when  it  is  recognized  for  federal  income  tax  purposes  merely 
because  the  retiree  no  longer  resides  in  the  taxing  state.  In 
fact,  as  a  matter  of  theory,  the  opposite  strategy  is  desirable. 
If  states  tax  the  deferred  pension  income  of  their  continuing 
residents  when  it  is  federally  recognized,  in  principle  they  should 
likewise  tax  the  pension  income  of  former  residents  to  the  extent 
it  represents  income  earned  while  the  taxpayer  resided  in  the 
taxing  jurisdiction. 
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REASONS  ADVANCED  FOR  CONGRESSIONAL  INTERVENTION 

The  objections  publicly  made  to  date  against  state  taxation  of 
former  residents'  pension  income  seem  to  encoii^>asses  two  strains  of 
thought.  First,  only  those  persons  who  have  the  right  to  vote  ought 
to  be  s\ibject  to  tax;  and  second,  those  who  are  taxed  ought  to 
receive  some  benefits  from  the  government's  expenditures  of  tax 
revenues.  As  to  the  first  r sint,  there  is  no  constitutional  link 
between  the  right  to  vote  and  the  duty  to  pay  teuc.  Persons  who 
lack  the  right  to  vote  due  to  nonresidence  are  nonetheless  properly 
taxable  on  the  basis  of  source.  Indeed,  no  principle  is  more 
firmly  established,  both  internationally  and  domestically,  than  the 
power  of  a  taxing  sovereign  to  tax  income  on  the  basis  of  source, 
regardless  of  the  political  relationship  of  the  income  earner  to 
the  taucing  jurisdiction.  The  well  recognized  power  that  the  United 
States  and  the  states  assert  over  nonresidents  and  foreign 
corporations  reflects  this  deeply  rooted  rule  of  international  amd 
domestic  law  and  practice. 

The  second  line  of  attack that  the  state  of  former  residence 

does  not  provide  benefits  for  the  taxpayer is  also  unpersuasive. 

It  is  true,  of  course,  that  a  retiree  who  has  completely  severed 
his  ties  with  his  state  of  former  employment  may  in  fact  receive  no 
benefits  from  his  tax  payments  after  his  retirement.  But  this 
misses  the  mark  because  it  looks  to  the  wrong  point  on  the  time 
continuum.  Instead,  the  time  period  during  which  income  was  earned 
is  the  key.  The  state  provided  the  nonresident  with  ample 
benefits in  the  form  of  roads,  police  and  fire  protection,  and 
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other  governmental  services while  the  income  was  being  earned  in 

the  state.  The  fact  that  the  income  is  taxed  at  a  time  when  the 
nonresident  is  no  longer  receiving  benefits  from  a  state  does  not 
mean  that  such  benefits  were  never  received.  Thus,  when  states  t2uc 
the  pensioa  income  that  nonresidents  have  earned  in  the  state, 
there  is  no  denial  of  the  "benefit"  principle  on  which  source 
taxation  ultimately  rests. 

Moreover,  it  is  a  strange  conception  of  "fairness"  in  taxation 
that  would  prevent  a  state  from  taxing  income  earned  within  its 
borders,  and  with  respect  to  which  the  state  has  presumably 
accorded  substantial  benefits,  merely  because  the  state  has 
permitted  the  taxpayer  to  defer  recognition  of  such  income.  After 
all,  deferral  of  recognition  is  a  matter  of  legislative  grace.  The 
state  could  have  taxed  the  pension  rights  prior  to  retirement,  when 
they  were  earned.  Had  it  done  so,  thereby  recouping  a  fair  share 
of  the  costs  of  government  while  the  taxpayer  was  still  a  resident 
and  still  eiiq>loyed,  no  objection  on  the  basis  of  lack  of  benefit  or 
fairness  could  conceivably  have  arisen.  Instead,  following  the 
federal  model  of  pension  taxation,  the  state  deferred  the  tax 
obligation  to  the  future,  when  the  retiree  receives  pension 
payments.  To  strip  the  state  of  its  power  to  tax  such  income 
because  it  has  accorded  the  teucpayer  the  additional  benefit  of 
deferral  cannot  be  supported  as  a  matter  of  tax  equity. 
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TAX  POLICY  CONSIDERATIONS 

Proponents  of  a  congressional  ban  on  state  taxation  of 
nonresidents'  pension  income  have  failed  to  address  meaningfully 
the  real  issue,  i.e.,  what  is  the  appropriate  treatment  of  the 
taxpayer  who  moves  interstate  from  the  standpoint  of  sound  tax 
policy?  Tax  policy  analysis  requires  an  inc[uiry  into  the  equity, 
efficiency,  and  administrsibility  of  the  tax  system. 

Equity  and  Fairness.  In  terms  of  equity,  the  key  question  is 
whether  a  retiree  who  moves  out  of  state  after  retirement  and  a 
retiree  who  continues  to  reside  in  his  state  of  employment  after 
retirement  are  similarly  situated.  Is  this  a  distinction  that 
justifies  differential  tax  treatment  for  these  two  retirees' 
deferred  employment  income?  The  answer  is  no.  Both  taxpayers 
earned  income  while  residents  of  the  same  state,  both  enjoyed  the 
same  access  to  benefits  provided  by  that  state,  and  both  profited 
by  the  same  deferred  recognition  rules  for  retirement  income.  The 
personal  choice  each  taxpayer  makes  about  where  to  retire  should 
not  have  state  tax  consequences  in  so  far  as  the  pension  income 
already  earned.  The  issue  is  not  about  income  that  either  or  both 
taxpayers  will  earn  after  retirement  or  after  a  change  of 
residence. 

But  unless  the  forrro,  ^cate  of  residence  seeks  to  tax  the 
pension  income  of  forme,'  fasidents,  there  is  great  risk  that  the 
in-state  retiree  3-i~d  tVi=i.  out-of-state  retiree  will  have  disparate 
tax  impacts.  Ta^.t'-'/srs  who  remain  a  resident  of  their  state  of 
employment  after  retirement  will  pay  state  income  tax  on  their 


76 


pension  income  when  emd  as  it  is  federally  recognized.  However, 
the  pension  income  of  taxpayers  who  relocate  is  often  not  subjected 
to  an  equivalent  tauc  by  their  state  of  retirement. 

Double  Taxation  and  Credits.  When  the  taxpayer  retires  to  a 
state  that  taxes  the  pension  income,  the  possibility  of  double 
taxation  arises.  The  widespread  availability  of  a  tax  credit 
substantially  solves  the  problem  of  an  iinf airly  high  tax  burden 
stemming  from  two  states  taxing  the  same  pension  income.  All 
states  with  income  teuces  presently  provide  credits  for  residents 
who  earn  income  from  sources  in  other  states.  While  the  granting 
of  credits  is  not  mandatory  under  the  due  process  clause,  it  seems 
likely  to  continue  for  the  foreseeable  future.  Moreover,  an 
argument  can  be  made  that  the  negative  commerce  clause  requires  the 
granting  of  taut  credits  for  residents'  source  income  from  other 
states.  If  the  receipt  of  pension  income  from  work  in  euiother 
state  is  within  the  scope  of  interstate  commerce,  the  Supreme  Court 
cases  that  apply  the  "internal  consistency"  doctrine  suggest  that 
a  credit  is  necessary  in  order  to  avoid  an  undue  burden  on 
interstate  commerce.  See  Hellerstein,  Is  "Internal  Consistency' 
Foolish?:  Reflections  on  an  Emerging  Commerce  Clause  Restraint  on 
State   Taxation,    87  Mich.  L.  Rev.  138  (1988)  . 

Efficiency.  Efficiency  is  offended  if  the  pension  income  of 
retirees  who  move  interstate  escapes  the  tax  ia^osed  on  retirees 
who  chose  continuing  residence.  The  concern,  an  issue  of  tiuc 
neutrality,  is  whether  the  state  income  tax  system  causes  retirees 
to  alter  their  behavior  with  respect  to  their  decision  where  to 
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live.  Here  efficiency  analysis  dovetails  with  equity.  If  the 
state  of  retirement  fully  taxes  the  retirement  income  of  the  new 
resident,  there  is  no  efficiency  problem.  But  often  this  will  not 
be  the  case,  and  for  reasons  of  efficiency  as  well  as  equity  the 
tax  system  should  not  influence  a  retired  employee's  decision  as  to 
where  to  retire.  It  should  not  penalize  retirees  who  elect  to  stay 
a  resident,  nor  should  it  create  a  tax  windfall  for  those  who  load 
the  moving  van. 

PRACTICAL  DIFFICULTIES 

The  conclusion  that  there  is  no  theoretical  justification  for 
prohibiting  states  from  taxing  nonresidents'  pension  income  earued 
within  their  borders  does  not  mean  that  legislation  barring  states 
from  doing  so  is  necessarily  bad  policy.  There  are  practical 
problems  raised  by  state  taxation  of  nonresident  pension  income 
that  may  nevertheless  justify  the  proposed  congressional  restraint. 
Distinguishing  taxable  deferred  compensation  from  nontaxable 
deferred  investment  income.  Pension  income  reflects  more  than 
deferred  compensation.  Retirement  accounts  start  with  initial  or 
periodic  employer  or  taxpayer  contributions,  which  purely 
constitute  deferred  compensation,  but  over  time  investment  income, 
consisting  of  interest,  dividends,  and  the  like,  accumulates  on  the 
taxpayer's  deferred  compensation.  For  many  retirees,  in  monetary 
amount  the  accumulated  investment  income  is  much  larger  th£ui  the 
sum  of  the  contributions  reflecting  deferred  compensation  due  to 
the  time  value  of  money  and  the  long  time  accxu&ulations  accrue  for 
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retirement  plans  that  are  fiinded  for  decades  prior  to  retirement. 
Accvunulated  investment  income  in  tax-qualified  retirement  plans  is 
tax  deferred,  both  at  the  federal  and  state  tax  level,  just  as  is 
the  deferred  compensation  itself. 

This  fact  that  peixsion  payments  include  deferred  compensation 
con^onents  and  investment  income  coii5)onents  creates  a  serious 
practical  complication  in  state  taxation  of  nonresident  pension 
income.  For  while  states  clearly  possess  the  power  to  tax  income 
from  personal  services  performed  by  nonresidents  in  the  state  as 
well  as  investment  income  earned  by  residents,  they  clearly  lack 
the  power  to  tauc  investment  income  earned  by  nonresidents  xinless  it 
has  an   in-state  source. 

Because  states  generally  lack  the  constitutional  power  to  tax 
the  portion  of  a  former  resident's  pension  income  that  reflects 
accumulations  after  the  taxpayer's  change  of  residence,  states 
must  limit  their  taxation  of  nonresident  pension  income  to  the 
deferred  employment  income  and  the  income  accumulated  prior  to  the 
retiree's  chzmge  of  residence.  As  a  practical  matter,  it  may  be 
difficult,  if  not  impossible,  for  a  state  (or  for  an  employer  with 
state  withholding  tax  obligations)  to  determine,  on  a  pension- 
check-by-pension-  check  basis,  what  proportion  of  the  payment 
reflects  deferred  payment  for  services  rendered  in  the  state  and 
what  proportion  represents  investment  income  that  accrued  while  the 
taxpayer  was  a  nonresident  of  the  state. 

Deferred  compensation  involving  more  than  two  states. 
Americans  are  very  mobile,  now  more  than  ever.  Often  more  than  two 
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states  will  have  plausible  claims  to  a  taxpayer's  pension  income 
due  to  the  fact  that  the  taxpayer  has  worked  in  more  than  one  state 
prior  to  retirement  or  has  earned  income  in  a  state  other  than  his 
state  o£  residence.  In  such  multistate  situations,  jurisdictional 
tax  claims  may  proliferate.  Each  state  is  obligated  to  limit  its 
pension  tax  to  deferred  compensation  from  services  performed  in  the 
taxing  state  or  while  the  retiree  was  a  resident.  And  for 
investment  income  accumulating  in  the  retirement  plan,  each  state 
is  obligated  to  exclude  from  its  pension  tax  any  investment  income 
accumulated  while  the  taxpayer  was  a  nonresident  of  the  taxing 
state.  With  these  two  obligations  coupled  together',  the  problems 
of  implementing  a  constitutionally  acceptable  nonresident  pension 
tax  may  be  insuperable. 

POSSIBLE  STATE  RESPONSES  TO  CONGRESSIONAL  LEGISLATION 

If  Congress  were  to  bar  state  taxation  of  nonresident  pension 
income,  the  states  will  not  necessarily  roll  over  and  play  dead. 
There  are  several  different  approaches  they  could  adopt  with 
respect  to  deferred  pension  income.  Each  approach  raises  tax 
policy  concerns,  and  some  present  constitutional  issues  as  well. 

State  repeal  c  aef erred  recognition  generally .  One  reaction 
states  may  take  is  singly  to  uncouple  their  taxing  regimes  from  the 
federal  model  and  end  deferral  of  income  paid  into  qualified 
pension  plans  and  the  like  in  order  to  preserve  their  revenue 
bases.  The  states  are  constitutionally  free  to  take  such  action 
and,  were  they  to  do  so,  congressional  action  will  have  produced  a 
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Pyrrhic  victory  £or  nonresident  retirees.  In  terms  of  tax  policy, 
however,  state  repeal  of  deferral  would  not  necessarily  be  bad. 
With  continuing  residents  and  former  residents  treated  identically, 
equity  and   efficiency  concerns  are  completely  satisfied. 

State  ^^apeal  of  deferred  recognition  for  nonresidents. 
Alternatively,  states  might  seek  to  preserve  tax  deferral  for 
continuing  residents,  but  deny  it  to  those  departing  retirees  who 
are  on  the  eve  of  obtaining  congressional  immunity.  States  may  try 
to  t&x  deferred  personal  service  income  of  departing  residents, 
making  the  change  of  residence  an  event  that  triggers  recognition 
of  income.  Such  an  approach  could  also  extend  to  nonresidents  who 
work  within  the  state,  with  cessation  of  in-state  employment 
serving  as  the  tax  trigger.  The  tax  code  of  at  least  one  state- - 
California--  already  appears  to  call  for  such  treatment  for 
departing  residents. 

Such  a  strategy,  however,  creates  thorny  federal 
constitutional  problems.  The  essential  claim  is  that  the  statutory 
denial  of  nonrecognition  treatment  discriminates  against 
nonresidents  in  violation  of  the  privileges  and  immunities  clause. 
The  state's  response  would  be  that  there  are  compelling 
"independent"  reasons  for  denying  tax  deferral  on  pension  income 
for  departing  residents.  Specifically,  the  state  would  contend 
that  the  denial  of  deferral  to  departing  residents  is  a  rough  but 
administratively  feasible  means  of  achieving  equality  betwectn 
residents  and  nonresidents.  This  argument  may  be  strengthened 
substantially  were   Congress   to  prohibit   states   from   taxing 
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nonresidents'  pension  income.  Then  the  states  would  face  a 
statutory  bar  on  their  jurisdiction,  rather  than  substantial 
administrative  problems  which  might  in  fact  be  capable  of  solution. 
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Mr.  Brooks.  Without  objection,  I  would  like  to  submit  for  the 
hearing  record  two  papers  prepared  by  the  American  Law  Division 
of  the  Congressional  Research  Service,  entitled  "Congressional 
Power  to  Proscribe  Certain  State  Taxes"  and  "Relevant  Federal  Ju- 
dicial Decisions  Concerning  State  Taxation  of  Nonresidents'  Retire- 
ment Income." 

[See  appendix  1.] 

Mr.  Brooks.  The  hearing  record  will  remain  open  to  receive  ad- 
ditional written  testimony  from  other  interested  parties,  including 
a  number  of  Members  of  Congress. 

[Appendixes  3  and  4.] 

Mr.  Brooks.  Now,  Mr.  Perkins,  and  Mr.  Farrell,  if  Congress 
were  to  limit  State  taxation  of  nonresident  pension  income, 
wouldn't  this  lead  to  some  States  choosing  to  tax  pension  income 
as  it  was  earned,  at  the  time  when  they  were  receiving  services, 
rather  than  deferring  taxation  as  is  generally  the  adopted  current 
practice? 

Mr.  Perkins.  It  is  quite  difficult  to  figure  out  how  it  would  be 
done  while  it  is  earned.  In  most  defined  benefit  plans,  there  isn't 
an  account  set  up  for  the  individual.  Also,  there  will  be  situations 
whereby  employees  are  contributing  a  portion  of  their  pay  to  the 
plan  and  other  instances  in  which  it  is  all  employer  paid. 

I  see  an  administrative  nightmare  as  far  as  trying  to  police  that 
and  make  that  determination. 

Mr.  Brooks.  What  do  you  think,  Mr.  Farrell? 

Mr.  Farrell.  Mr.  Chairman,  I  agree  that  this  is  a  very  real 
problem  and  I  compliment  the  Federation  of  Tax  Administrators 
for  their  expertise  in  the  area  and  notion  that  this  could  create 
competition  among  the  States,  kind  of  an  iron  law  of  wages. 

The  thing  I  share  with  the  testimony  of  Professor  Smith  is  the 
practicality  of  its  administration  contemporaneous  with  the  earning 
of  the  income  and  the  fairness  of  it  at  its  distribution!  People  will- 
ing to  make  a  settlement  with  the  State  at  the  time  of  departure 
seems  altogether  fair. 

Mr.  Brooks.  Now,  gentlemen,  Mr.  Hoffman  suggested  one  pos- 
sible solution  would  be  to  allow  retirees  to  pay  a  single  lump  sum 
when  they  relocate  to  another  State.  How  would  that  option  be  re- 
ceived by  retirees  generally,  in  your  judgment?  And  what  propor- 
tion of  retirees  do  you  think  would  be  able  to  make  such  an  elec- 
tion? You  know,  it  takes  a  little  money  to  move  to  Florida  or  Wash- 
ington State  or  to  Nevada  or  wherever  you  want  to  move.  To  relo- 
cate costs  money.  Most  people  don't  have  a  lot  of  money  when  they 
retire.  They  have  a  limited  income. 

What  do  you  think  about  your  idea  now,  Mr.  Hoffman? 

Mr.  Hoffman.  I  still  think  it  is  an  appropriate  solution.  One  of 
the  things  you  might  consider  is  that  when  these  fair  settlement 
options  are  offered  that  you,  perhaps,  could  have  a  section  where 
they  pay  over  a  limited  number  of  years  if  they  can't  afford  it. 

But  if  you  look  at  a  4010^)  settlement  option,  the  lower  the  pen- 
sion benefits  are,  the  lower,  of  course,  is  the  settlement  option.  And 
the  settlement  options  are  really  not  as  severe  as  one  might  think, 
and  yet  they  still  yield  the  State  more  income  because  they  have 
that  money  up  front. 
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Now  I  can't  say  that  every  single  retiree  would  want  this.  We 
have  people  in  this  country  that  don't  want  to  pay  any  taxes.  What 
I  am  trying  to  do  is  suggest  methods  which  would  be  fair, 

Mr.  Brooks.  Yes,  All  right. 

Mr.  Hoffman.  And  I  think  that  in  the  case  of  Dr.  Smith's  testi- 
mony where  he  assumes  that  it  is  fair,  if  a  retiree  that  stays  in  a 
State  and  a  retiree  that  leaves  are  taxed  the  same  that  it  is  fair, 
I  think  he  misses  a  very  important  point.  If  you  state  that  the  re- 
tiree earned  the  income  while  or  got  benefits  while  he  was  earning 
this  income,  then  you  have  to  assume  that  the  retiree  who  remains 
in  the  State  also  earned  those  benefits  while  he  was  earning  the 
pension,  and  yet  he  now  still  gets  benefits  which  the  person  that 
leaves  the  State  does  not  get. 

So  I  think  you  have  to  look  at  what  the  benefits  are  that  they 
got  and  whether  there  is  a  tax  equity  in  what  they  pay. 

Mr.  Brooks.  Mr,  Perkins. 

Mr.  Perkins.  I  find  it  difficult  to  see— very  definitely.  I  know 
many  retirees  who  only  have  periodic  payments.  They  do  not  have 
a  lump-sum  distribution  and  have  no  right  to  a  lump-sum  distribu- 
tion for  the  plans  that  they  belong  to,  and  so  I  somewhat  agree 
with  the  chairman  that  it  would  be  very  difficult  for  a  lot  of  people 
to  come  up  with  a  lump  sum  payment. 

I  can  see,  again,  an  administrative  burden  of  installment  pay- 
ments over  a  period  of  a  minimum  or  maximum  number  of  years. 
It  is  a  problem. 

Also,  I  think  one  thing  that  must  be  considered  is  the  equity 
issue  involving  taxes  other  than  the  income  tax.  Let  me  cite  an  ex- 
ample, if  I  may.  I  am  from  the  State  of  Massachusetts,  which  has 
a  broad-based  tax  situation.  It  has  an  income  tax,  sales  tax,  meals 
tax,  and  an  excise  tax  on  automobiles.  I  think  I  may  have  left  out 
some  taxes.  But  it  taxes  everything.  However,  in  the  adjoining 
State  of  New  Hampshire  there  is  just  a  property  tax.  The  property 
taxes  in  the  State  of  New  Hampshire  are  sometimes  twice  as  great 
or  even  greater  than  those  property  taxes  in  Massachusetts. 

If  a  Massachusetts'  resident  retires  to  New  Hampshire  they  have 
the  burden  of  a  sizable  property  tax.  Now  that  is  their  choice.  But 
if  there  was  a  nonresident  tax  by  the  Massachusetts  Revenue  Bu- 
reau on  the  pension  of  the  individual  in  New  Hampshire,  there  now 
comes  a  question  of  equity.  Is  that  person  in  New  Hampshire  pay- 
ing a  greater  burden  of  taxation  than  they  should? 

This  gets  us  back  to  the  administrative  burden  and  the  adminis- 
trative problems  that  result.  How  do  you  maintain  equity?  Should 
there  be  an  abatement  of  a  portion  of  the  property  tax  in  the  State 
of  New  Hampshire  for  a  person  in  that  situation?  How  do  you  ad- 
minister it?  How  do  you  determine  what  it  should  be?  It  is  a  prob- 
lem. 

Mr.  Brooks.  What  do  you  think,  Mr.  Farrell?  Anything  you  want 
to  add  to  that? 

Mr.  Farrell.  This  is  not  only  an  issue  of  migration  from  an  in- 
come tax  State  to  a  nonincome  tax  State.  Although  the  problems 
between  California  and  its  neighbor  to  the  north,  Oregon,  have 
been,  perhaps,  largely  resolved  or  entirely  resolved  by  a  refinement 
of  their  interstate  compact,  for  a  while  people  leaving  California  to 
Oregon,  a  State  that  relies  heavily  on  the  income  tax  having  no 
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State  sales  tax,  persons  would  be  credited  for  their  payment  to 
California  while  receiving  State  benefits  from  the  State  of  Oregon. 
Who  are  the  victims?  Or  who  suffers  the  payment — who  carries  the 
weight  of  State  services  to  those  retirees?  It  is  the  other  taxpayers 
in  the  State  of  Oregon.  So  there  is  a  question  on  their  behalf  that 
is  left  unaddressed  by  any  of  this  testimony. 

Mr.  Brooks.  Now,  gentlemen,  you  have  all  testified  that  State 
taxation  of  nonresident  pensions  raises  a  number  of  practical  prob- 
lems. What  procedures,  if  any,  do  the  States  have  in  place  to  notify 
retirees  now  of  their  future  pension  tax  obligations,  if  and  when 
they  relocate  to  another  State?  Do  they  tell  them?  Don't  they  know 
they  are  going  still  to  have  to  pay  taxes?  Do  they  tell  them  or  do 
they  just  guess?  They  think  they  are  going  to  beat  the  rap  forever 
if  they  just  leave?  What  is  their  mindset,  I  wonder. 

Mr.  Hoffman.  My  wife  labeled  this  tax  the  best  kept  secret  in 
America,  and  I  think  she  was  right.  My  company  had  over  12,000 
nonresident  retirees.  They  had  a  3-day  retirement  seminar  where 
they  covered  everything  from  soup  to  nuts,  how  to  do  Social  Secu- 
rity, how  to  do  this,  how  to  plan,  how  to  keep  from  getting  bored. 
One  subject  was  conspicuous  by  its  absence,  and  that  was  the 
source  tax  issue. 

I  don't  believe  until  just  last  year  the  State  of  California  ever  in- 
cluded on  a  resident  tax  form  anything  about  this  nonresident  tax. 
Now  how  else  are  you  going  to  find  out  about  it?  You  find  out  about 
it  when  someday  they  either  give  you  this  collection  notice  that 
AARP  talked  about,  which  is  quite  a  shock.  Most  people  don't  be- 
lieve. 

And  I  guess  while  I  am  on  that  issue,  these  cases  that  we  talk 
about  where  people  are  presented  with  huge  tax  bills,  which  are 
much  worse  than  the  settlement  option,  by  the  way,  is  something 
that  none  of  the  proposed  bills  solve.  It  seems  to  me,  and  I  don't 
know,  I  am  not  an  attorney.  It  seems  to  me  there  ought  to  be  a 
statute  of  limitations  or  something  put  on  these  that  says  if  a  per- 
son has  been  retired  for  a  certain  number  of  years  and  you  haven't 
told  them  about  this,  then  forget  it. 

I  think  it  is  unconscionable.  The  last  case  that  I  talk  about  here 
is  from  Geri  Eberly,  who  calls  herself  the  "Bag  Lady  of  Fallon."  She 
is  a  good  natured  lady.  She  has  been  on  TV.  She  has  had  a  lot  of 
publicity.  Unfortunately,  she  is  now  going  blind.  She  is  up  in  years. 
And  she  owes  California  over  $9,000  and  her  income  is  about 
$12,000  a  year.  There  is  no  way  she  can  cope  with  this. 

California  did  offer  to  have  her  pay  $50  a  month  payments  to- 
ward this,  but  she  had  to  choose  between  paying  the  gas  and  elec- 
tric and  paying  the  tax  bill.  And  so  she  depended  on  Nevada's  law 
that  protects  her  from  seizure  of  property.  Unfortunately,  she  is  a 
State  worker,  and  if  they  succeed  in  what  we  think  is  illegal  gar- 
nishment according  to  both  California  law  and  Federal  law,  then 
she  is  going  to  be  put  in  that  position. 

So  what  do  we  do  about  people  like  that?  I  really  have  concern 
about  that.  They  are  the  real  tragedies  in  this  issue.  They  didn't 
know  a  thing  about  this  tax.  It  comes  as  a  tremendous  shock. 

I  think  if  the  States  wanted  to  put  this  kind  of  tax  on  they 
should  have  publicized  it  and  let  everybody  know.  And  I  think  one 
of  the  reasons  they  don't,  and  this  is  speculative,  of  course,  if  the 
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people  were  informed,  they  would  petition  to  stop  the  tax.  I  have 
talked  with  Willie  Brown,  who  is  the  speaker  of  the  California  As- 
sembly on  this  issue  without  success. 

Mr.  Brooks,  I  know  Willie  Brown. 

Mr.  Hoffman.  And  I  told  him,  "You  are  not  even  collecting  a  por- 
tion of  the  taxes  you  could  collect  if  you  did  this  fairly." 

Mr.  Brooks.  How  would  he  do  it  fairly? 

Mr.  Hoffman.  By  telling  people  about  it  and  allowing  them  to 
settle.  Prepare  for  the  settlement  and  then  allow  them  to  settle  in 
some  way  that  everybody  could  afford  it.  If  they  did  that  there 
wouldn't  have  been  a  problem. 

But  I  think  he  is  afraid,  and  this  is  the  speculative  part,  that  if 
you  let  the  citizens  of  California  know  about  this  tax  there  will  be 
another  petition  and  that  petition  will  say,  "Don't  do  this." 

And  I  agree  it  is  only  speculative,  but  I  am  pretty  sure  I  am 
right. 

Mr.  Brooks.  Are  there  that  many  people  who  are  planning  to 
leave  California  that  they  would  pass  a  petition  to  say  you  couldn't 
do  it,  when  all  the  rest  of  the  people  in  California  would  have  to 
pay  it? 

Mr.  Hoffman.  I  think  that  we  have  thousands  of  members  in 
California  right  now  and  many  of  them  say,  "I  don't  intend  to  leave 
California,  but  this  tax  is  wrong." 

Mr.  Brooks.  Oh.  On  the  merit,  they  would  just  be  against  it? 

Mr.  Hoffman.  On  the  merit,  they  dispute  it. 

Mr.  Brooks.  Mr.  Perkins,  anything? 

Mr.  Perkins.  Yes,  I  would  like  to  comment  on  a  couple  of  things. 
One  of  the  issues  I  would  like  to  raise  is  the  Nevada  resident  who 
was  bom,  lived,  and  worked  in  Nevada  and  then  moves  to  Califor- 
nia? We  know  very  definitely  that  California  is  going  to  tax  that 
individual's  retirement  income. 

Also  I  think  there  is  an  intimidation  issue,  for  a  person  who  lives 
many  States  away,  a  great  distance  from  the  source  State,  and 
even  goes  to  a  professional  taxpayer.  The  professional  taxpayer 
may  not  even  know  the  issue  of  the  source  State,  may  not  have  the 
forms,  and  may  not  even  be  apt  to  mention  and  pursue  the  refund, 
if  there  is  a  refund  capability,  thus  raising  the  equity  issue.  I  think 
there  will  be  many,  many  cases  of  people  not  filing  or  preparers  not 
filing  for  them  that  will  really  get  into  the  double  taxation  situa- 
tion. And  I  tend  to  think  that  this  will  occur  more  often  to  people 
who  are  less  in  their  income  than  more  in  their  income. 

I  think  that  is  a  great  concern. 

Mr.  Brooks.  Mr.  Farrell,  is  there  anything  you  want  to  add  to 
that?  Or  Mr.  Smith?  Or  Mr.  Duncan,  have  you  something  you  want 
to  say  about  that? 

Mr.  Duncan.  Well,  Mr.  Chairman,  thank  you.  I  think  the  impor- 
tant thing  that  Mr.  Hoffman  pointed  out  is  that  the  State  of  Cali- 
fornia has  attempted  to  work  with  the  tax  and  administer  it  in  an 
efficient  and  fair  manner.  They  have  undertaken  steps  in  recent 
years  to  improve  the  awareness  about  the  tax,  to  work  with  indi- 
vidual taxpayers  and  provide  information  to  the  employers,  so  that 
as  people  leave  employment  they  can  be  informed  about  the  obliga- 
tion to  pay  tax  and  distributions  that  arise. 
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We  need  to  be  careful  about  how  far  we  expand  this  into  other 
examples  in  other  States,  because  the  number  of  States  that  have 
an  active  program  of  taxing  annuity  income  from  retirement  dis- 
tributions is  not  large.  We  need  to  legislate  with  what  is  rather 
than  what  we  can  imagine,  and  it  is  not  a  large  number. 

Mr.  Scott  [presiding].  Professor  Smith. 

Mr.  Smith.  I  would  like  to  agree  with  the  point  Mr.  Hoffman 
made  several  minutes  ago  that  one  of  the  most  severe  problems 
here  is  the  problem  of  back  taxes  after  a  resident  moves,  learning 
3,  4,  5,  6  years  later  that  not  only  does  the  former  State  prospec- 
tively believe  it  is  entitled  to  a  bite,  but  you  have  back  taxes  for 
the  prior  years,  including  negligence  or  failure  to  file  penalties  or 
the  like. 

It  is  a  somewhat  unique  situation.  In  another  context,  a  taxpayer 
who  simply  stops  filing  a  return,  federally  or  locally,  for  no  very 
good  reason  obviously  knows  better  or  should  know  better.  But  a 
very  high  percentage  of  those  who  retire  across  State  lines  won't 
even  think  of  the  need  to  file  unless  they  are  notified. 

Therefore,  I  really  have  two  responses.  If  Congress  acts,  one 
thing  it  could  do,  either  added  to  a  proposed  bill  or  by  itself,  is  sim- 
ply bar  State  t£ixation  of  nonresident  pensions  for  back  years.  Per- 
mit them  only  to  do  it  prospectively  in  that  particular  situation,  if 
the  States  don't  restrain  themselves. 

The  other  thought  that  I  have  along  the  same  lines  has  to  do 
with  the  idea  of  the  fair  settlement  option — it  is  essentially  what 
one  could  envision  as  an  exit  tax.  It  may  not  be  substantially  less 
if  it  is  paid  over  time  than  what  the  State,  in  fact,  legitimately  can 
tax  on  the  pension  income  of  the  out-of-State  retiree. 

One  point  to  bear  in  mind  on  these  pension  plans  is  that  as  time 
goes  on,  and  the  money  is  invested  year  after  year,  a  very  substan- 
tial percentage  of  the  pension  checks  ultimately  result  from  invest- 
ment income  or  interest  income  on  the  corpus  or  the  balance,  rath- 
er than  the  earlier  earned  income  itself.  So  that  the  fair  settlement 
option,  at  least  if  it  is  paid  over  time,  may  not  be  substantially  dif- 
ferent from  letting  the  States  develop  a  formula  that  isn't  greedv 
or  carried  away — in  fact  touching  only  the  income  that  in  truth 
they  ought  to  be  able  to  track  back  to  the  labor  performed  earlier 
in  that  State. 

Thank  you. 

Mr.  Scott.  Thank  you.  Mr.  Hoffman,  did  you  want  to  comment? 

Mr.  Hoffman.  I  just  wanted  to  make  a  point  that  is  overlooked 
many  times  in  these  talks.  A  substantial  part  of  the  cost  for  a  re- 
tiree paying  these  income  taxes  is  filling  out  the  income  tax  forms. 
The  settlement  option  would  eliminate  that. 

I  don't  know  how  many  of  you  have  ever  looked  at  a  nonresident 
tax  form  from  a  State  like  California,  but  it  is  complicated.  Most 
people  can't  even  understand  it.  There  are  no  computer  programs 
that  even  handle  them.  You  can  do  your  Federal  taxes  on  a  com- 
puter program,  and  if  you  fill  in  the  right  numbers  it  comes  out 
right. 

But  generally  they  have  to  go  to  a  tax  preparer  and  pay  a  signifi- 
cant amount  of  money.  I  believe  the  going  rate  in  our  area  is  $150 
to  fill  out  a  nonresident  tax  form,  and  that  is  a  tax.  It  doesn't  go 
down  as  a  tax,  but  it  is  a  tax. 
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Mr.  Scott,  Thank  you.  Mr.  Duncan. 

Mr.  Duncan.  Thank  you,  Mr.  Chairman.  Three  points  about  the 
administration  and  trying  to  deal  with  it  in  a  fair  and  equitable 
manner.  First,  I  would  note  that  the  bill  that  is  currently  before 
the  California  Legislature  has  two  important  provisions  that  I 
think  speak  to  fairness.  The  first  is  to  not  tax  pension  income  that 
is  below  a  threshold,  and  that  number  is  $30,000  this  year.  The 
second  is  coupled  with  exactly  what  is  being  discussed  in  terms  of 
relieving  taxpayers  who  currently  have  liabilities  that  haven't  been 
reported  from  penalties  and  interest,  and  that,  I  think,  points  up 
the  fact  that  we  believe  that  these  things  are  best  handled  by  State 
legislatures. 

The  second  point  I  would  make  is  that  there  are  the  concerns 
about  how  States  can  effectively  administer  them  and  do  them  and 
fairly  administer  them  have  indeed  restrained  States  and  kept 
States  from  trying  to  assert  their  right  to  tax  or  enact  legislation 
to  do  so. 

The  third  thing  I  would  indicate  is  our  organization  has  a  task 
force  on  nonresident  income  tax  issues  looking  at  this  and  other  is- 
sues in  the  taxation  of  nonresidents.  And  our  efforts  throughout  all 
of  that  are  focused  on  what  can  we  do  to  make  it  more  uniform 
from  State  to  State  and  to  reduce  the  problem  of  compliance  for  the 
individual. 

So  there  are  a  number  of  efforts,  I  think,  and  serious  concern  on 
the  part  of  the  States  as  to  how  to  do  this  in  a  fashion  which  is 
fair  and  equitable  and  efficient. 

Mr,  Scott,  Thank  you.  Mr.  Fish. 

Mr.  Flsh.  Thank  you,  Mr,  Chairman,  Professor  Smith,  on  page 
8  of  your  testimony,  you  suggest  that  since  income  taxing  States 
impose  a  pension  tax  on  in-State  residents  a  failure  to  impose  one 
on  nonresidents  regarding  the  same  pension  plans  would  represent 
a  windfall  to  the  nonresident  pensioner. 

Now,  I  am  assuming  that  the  nonresident  pensioner  did  pay 
State  and  local  taxes  for  services  while  a  resident  of  the  State  that 
is  now  imposing  a  pension  tax  on  him  as  a  nonresident.  And  my 
question  is,  if  the  nonresident  no  longer  lives  in  or  benefits  from 
the  services  of  his  former  State  to  which  he  paid  taxes,  he  may,  in 
fact,  be  paying  higher  sales  taxes  and  property  taxes  in  lieu  of  an 
income  t£ix  in  his  new  State  of  residence,  so  where  is  the  windfall 
to  this  nonresident  pensioner? 

Mr.  Smith.  What  I  was  trying  to  do  with  that  illustration  was 
to  look  at,  very  carefully,  the  time  period  in  which  the  pension 
rights,  in  fact,  were  accrued. 

I  think  it  relates — and  this  is  really  why  I  used  the  "windfall" 
term  in  this  part  of  my  testimony — to  the  comparison  with  a  person 
who  stays  in  State  both  before  and  after  the  time  that  the  one  resi- 
dent moves.  The  statement  is  made,  and  it  makes  a  good  deal  of 
intuitive  sense,  that  the  continuing  resident  continues  to  receive 
more  benefits  from  the  State  where  he  or  she  is  now  retired, 
whereas  the  person  who  moves,  as  you  say,  pays  sales  taxes  and 
other  taxes  elsewhere  and  no  longer  receives  those  benefits. 

To  me,  the  distinction  there  is  the  continuing  resident  also  pays 
not  only  tax  on  their  pension  income,  but  also  if  they  have  an  inter- 
est-bearing savings  account,  if  they  sell  a  stock  at  a  gain,  or  realize 
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and  recognize  bond  income,  they  would  pay  that  as  well.  And  the 
former  resident  who  leaves  fairly  obviously  is  excused  and  has  to 
be  excused  from  paying  in  that  particular  situation. 

Mr.  Fish.  Well,  thank  you. 

It  seems  to  me  that  both  the  person  who  stays  and  the  person 
who  leaves  can  have  the  same  expenses  as  a  matter  of  choice. 

Professor,  on  pages  4  and  5  of  your  testimony,  you  indicate  that 
since  the  nonresident  pensioner  was  once  provided  with  benefits  in 
the  form  of  roads,  police,  and  fire  protection,  while  their  income 
was  being  earned  in  the  State,  the  fact  that  the  income  is  taxed 
at  a  time  when  the  nonresident  no  longer  receives  his  benefits  does 
not  mean  that  these  benefits  were  never  received.  No  one  can  dis- 
agree with  that.  But  it  is  not  my  understanding  that  the  non- 
resident pensioners  are  denying  that  the  benefits  were  ever  re- 
ceived. I  don't  think  they  make  that  claim.  But,  rather,  they  argue 
that  when  they  were  residents,  they  also  paid  income  taxes  to  their 
former  State  for  the  services  for  which  they  benefited  during  these 
years  and  that  the  benefits  which  they  currently  receive  are  those 
from  a  new  State  for  which  they  pay  perhaps  in  the  form  of  alter- 
nate taxes. 

So  how  does  that  argument  relate  to  the  benefit  principle  upon 
which  you  argue  that  the  source  taxation  theory  ultimately  rests? 

Mr.  Smith.  It  relates,  at  least  in  my  judgment,  to  the  idea  that 
although  the  person  who  later  moves  dia  pay  income  taxes  on  their 
presently  recognized  income,  they  received  a  tax  benefit  that  the 
State  gave  all  of  its  residents  on  deferring  pension  income.  (Gen- 
erally we  have  the  model  where  the  large  majority  of  States  now 
follow  the  Federal  model,  or  piggyback  the  Federal  model,  and  say 
if  you  don't  have  to  report,  for  Federal  income  taxes,  your  IRA  con- 
tributions or  any  sort  of  defined  contribution  or  defined  benefit 
plan,  the  States  do  likewise.  When  the  States  give  that  tax  benefit 
to  their  residents,  the  year  in  which  they  give  that  benefit  is  for 
a  working  person,  year  after  year  after  year,  where  the  person 
earns  deferred  income.  But  for  the  time  being  the  State  is  saying, 
"We  won't  make  you  pay  the  tax  now,  we'll  wait  and  settle  up  later 
when,  in  fact,  that  income  is  paid."  I  view  that  really  as  being  the 
critical  time. 

To  me,  the  benefit  problem  is  answered  by  the  idea  that,  at  least 
in  my  mind,  pension  rights  are  really  earned  not  when  the  pension 
checks  arrive  month  after  month  after  month  and  when  you  get  to 
actually  use  and  enjoy  the  money,  but  it  is  really  while  they  are 
accruing,  while  the  balance  or  the  rights  are  vesting  or  building  up. 

In  terms  of  tax  law,  it  is  essentially  taking  an  accrual  basis  of 
looking  at  things  rather  than  insisting  that  the  taxpayer  and  the 
later  retiree  is  on  a  cash  basis.  It  is  an  accrual  basis  way  of  looking 
at  it,  which  I  think  is,  theoretically  in  terms  of  tax  policy,  more  jus- 
tifiable here. 

Mr.  Fish.  Professor,  another  panelist  has  brought  up  this  ques- 
tion of  there  being  several  taxing  jurisdictions.  So  what  is  the  re- 
sult, pursuant  to  your  position,  for  the  individual  who  works  in  sev- 
eral different  income  taxing  States,  and  contributes  to  pension 
plans  in  each  of  these  States  throughout  his  lifetime?  Will  he  later 
be  expected  to  pay  a  nonresident  pension  tax  to  all  of  these  juris- 
dictions? 
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Mr.  Smith.  Well,  it  is  potentially  a  logistical  and  paper  night- 
mare. I  could  take  my  personal  situation.  I  taught  2  years  at  Ohio 
State  University  before  going  to  the  University  of  Georgia.  At  Ohio 
State,  I  started  a  pension  plan  which  I  have  now  continued. 

In  theory,  if  I  retire — who  knows? — 20  years  down  the  road  and 
move  to  Florida  or  somewhere  else,  Greorgia,  being  the  State  where 
I  might  have  worked  and  taught  for  the  longest  period  of  time, 
might  more  naturally  think  to  follow  me,  but  conceivably  Ohio 
could  say,  "Well,  there  are  2  years  at  the  very  beginning,  and  you 
are  now  getting  a  few  dollars  a  month  that,  in  fact,  ought  to  be 
taxed  by  us." 

So  I  think  the  strongest  reason  why  Congress  may  want  to  inter- 
vene is  not  a  matter  of  tax  equity  in  terms  of  theory  or  constitu- 
tional law,  but  simply  the  practical  problems.  Because  Americans 
are  so  mobile,  there  will  be  many  cases  that  are  the  hard  cases 
where  a  person  has  worked  in  more  than  one  State — two,  three,  or 
four.  In  theoiy,  you  could  have  to  file  tax  returns  for  all  those 
States,  and  with  the  rise  of  computerization  maybe  that  threat  of 
Ohio  catching  me  in  Florida  20  years  fi-om  now  and  saying,  **Why 
don't  you  file  a  return  so  you  can  pay  a  few  bucks  a  month?"  is 
more  than  a  theoretical  risk.  There  is  a  real  danger  there  that  you 
are  putting  your  finger  on. 

Mr.  Fish.  Yes. 

I  thank  you.  I  have  other  questions,  a  lot  of  other  questions. 

Mr.  Duncan,  I  just  want  to  get  to  one  that  I  found  in  your  testi- 
mony on  page  2  that  is  the  most  important  thing  here.  You  state, 
"In  the  absence  of  source  taxation,  jurisdictions  will  be  discouraged 
from  using  progressive  income  taxes  for  fear  that  wealthy  tax- 
payers can  easily  change  their  residences,  thereby  avoiding  resi- 
dence-based income  taxes  by  moving  to  a  lower-taxed  jurisdiction 
while  continuing  to  earn  substantial  income  in  the  higher-taxed  ju- 
risdiction." 

Can  you  explain  why  a  State  would  completely  abandon  the  pro- 
gressive income  tax  structure  due  simply  to  the  fact  that  if  legfisla- 
tion  like  H.R.  702  passes  the  nonresident  pensions  would  not  be 
taxed? 

Mr.  Duncan.  The  example,  Mr.  Fish,  was  not  specific  to  the  bill. 
It  doesn't  deal  with  pensions  but  only  to  demonstrate  the  impor- 
tance of  the  principle  of  source  taxation. 

Mr.  Fish.  I  appreciate  that,  because  I  think  it  was  untenable  in 
relationship  to  the  relatively  small  number  of  people  that  we  are 
concerned  about  here  today.  Thank  you  very  much. 

Mr.  Scott.  Thank  you. 

I  have  a  couple  of  questions  starting  with  what  percentage  of  the 
pensioners  now  actually  pay  the  source  tax  that  they  are  obligated 
to  pay? 

Mr.  Hoffman.  I  probably  have  the  best  information  on  that,  and 
it  is  impossible  to  specifically  answer  your  questions.  I  can  give  you 
an  example. 

In  our  little  city  of  Carson,  based  on  the  fact  that  most  people 
don't  get  involved  until  the  tax  hits  them,  I  would  say  as  little  as 
1  to  5  percent  of  the  people  are  being  caught  right  now,  and  that 
is  something  I  didn't  put  in  my  testimony  but  it  has  always  both- 
ered me,  because  if  one  person  has  to  pay  this  tax,  why  doesn't  ev- 
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erybody  have  to  pay  this  tax?  I  think  that  there  is,  frankly,  a  very 
good  reason  for  that.  The  States  do  not  want  to  tell  people  about 
this  tax.  They  didn't  keep  this  a  deep,  dark  secret  for  no  reason. 
The  more  people  that  get  involved,  the  more  people  that  get 
caught,  the  more  people  protest,  then  the  better  chances  of  us  get- 
ting legislation  to  stop  it,  and  I  think  the  States  are  well  aware  of 
that. 

Mr.  Scott.  I  think  as  a  general  policy  you  ought  not  limit  your 
tax  to  those  who  get  caught  or  those  who  are  honest  and  pay  up. 

I  think  information  came  out  in  Virginia  that  we  received  about 
$400,000  in  taxes  paid  on  mail  order  sales.  I  think  80  or  90  percent 
of  the  people  do  not  pay  the  tax  because  there  is  no  enforcement 
and  no  collection  mechanism.  That  money  came  from  those  who 
just  did  the  right  thing.  We  have  problems  with  taxes.  If  the  1-per- 
cent figure  is  accurate,  that  only  represents  those  who  get  caught 
or  those  who  are  honest.  Another  90-some  percent  don't  pay  it. 

Professor  Smith,  did  you  want  to  comment  on  that?  No.  Then  let 
me  ask  another  question. 

Part  of  the  problem  is  trying  to  implement  the  thing  fairly, 
whether  it  ever  can  be  implemented.  What  happens  in  a  situation 
where  somebody's  pension  can  essentially  be  rolled  over  to  another 
kind  of  plan?  You  have  two  people.  One  sticks  with  the  company 
plan;  the  other  takes  the  money  and  rolls  it  over  and  moves.  What 
happens  in  that  situation?  If  they  both  move  and  they  are  living 
side  by  side  in  the  new  State,  one  has  got  his  new  IRA  having  been 
rolled  over  to  a  local  institution,  and  the  other  has  his  pension  com- 
ing from  the  company. 

Mr.  Smith.  In  principle,  the  rollover  should  not  change  what 
should  happen.  What  should  happen  is,  you  still  should  look  at  the 
original  source  of  all  the  money  in  the  present  account  and  track 
it  back  to  each  past  tax  year  to  determine  in  which  State  it  was 
earned  and  where  the  person  was  a  resident  at  that  point  in  time. 

Mr.  Scott.  Let's  get  away  from  the  theory  a  little  bit.  Would  that 
ever  happen  in  reality? 

Mr.  Smith.  Probably  not. 

One  of  the  severe  problems  here  is  that  we  are  not  talking  for 
retired  persons  about  checking  the  books  and  the  records  for  the 
past  3  or  5  or  6  or  7  years.  Ultimately,  if  States  up  the  percentage 
of  finding  the  taxpayers  who  should  pay  this,  which  clearly  they 
should  do  if  it  continues,  there  will  have  to  be  some  sort  of  manda- 
tory withholding  by  the  pension  plans  themselves. 

Can  they  do  this?  Maybe.  Maybe  no.  One  of  the  problems  in  their 
doing  it  is,  they  would  have  to  essentially  be  able  to  trace  with 
some  precision  20,  25,  or  30  years  of  that  particular  soon-to-be-re- 
tired person's  account  in  order  to  properly  sort  all  that  out. 

I  am  skeptical  that,  in  the  real  world,  records,  even  with  modem 
computerization,  will  be  good  enough  to  do  that  on  a  logical,  con- 
sistent, thorough  basis  when  we  are  talking  about  people  that  have 
been  working  uieir  lifetime,  often  in  different  States,  often  with,  as 
you  say,  plans  that  roll  over  or  change  titles  or  forms  or  account 
numbers,  and  all  that. 

Mr.  Scott.  Thank  you. 

Mr.  Duncan. 
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Mr.  Duncan.  I  think  the  points  you  are  making  are  very  good, 
and  that  is  they  are  the  ones  that  are  precisely  causing  States  not 
to  try  to  tax  nonresident  pension  income  and  to  choose  not  to  do 
so. 

We  did  a  survey  2  years  ago,  and  at  that  time  we  received  re- 
sponses from  all  the  income  tax  States.  There  were  12  that  said 
their  law  would  authorize  the  imposition  of  tax  on  nonresident  pen- 
sion distributions,  some  or  all  of  them.  Of  those  12,  five  said  they 
made  no  effort  to  do  so. 

Mr.  Scott.  The  only  people  who  actually  pay  the  tax  are  those 
good  people  who  just  did  the  right  thing,  and  the  others  were  get- 
ting away  without  paying  the  tax? 

Mr.  Duncan.  That  is  correct. 

To  go  further  though,  of  the  eight,  there  were  only  three  that 
took  a  position,  as  I  recall,  that  it  applied — there  were  only  three 
where  it  applied  to  all  sorts  of  pension  income.  Others  were  limited 
to  certain  types  of  distributions  principally  from  nonqualified  plans. 

There  were  three  States  that  had  an  active  enforcement  pro- 
gram, and  it  was  only  the  State  of  California  that  applied  it  to 
what  we  commonlv  think  of  as  the  annuity  as  a  pension  distribu- 
tion, and  I  can  tell  you  from  the  discussions  on  our  task  force  as 
well  as  lots  of  conversations  with  administrators  that  it  is  this  con- 
cern about  how  do  we  administer?  what  is  the  burden?  how  do  we 
do  it  fairly?  That  impedes  the  spread  of  this  far  more  than  any  con- 
cern about  Federal  legislation  or  whatever.  It  is  very  difficult  to  do, 
and  that  is  why  California,  I  think,  is  looking  to  limit  it  and  how 
do  they  do  it  better. 

Mr.  Scott.  Mr.  Duncan,  since  everybody  is  kind  of  half  enforcing 
it  sometimes  and  sometimes  not,  what  safeguards  are  in  place  to 
prevent  taxation  of  the  same  pension  income  by  more  than  one 
State?  I  know  in  Virginia  it  appears  that,  depending  on  what  the 
source  is  and  whether  or  not  there  is  reciprocity,  it  is  very  possible 
that  Virginia  residents  may  be  taxed  twice  on  the  same  income.  Do 
you  have  any  knowledge  of  what  safeguards  there  may  be  to  pre- 
vent this  from  happening? 

Mr.  Duncan.  Yes,  Mr.  Chairman.  As  Professor  Smith  pointed 
out,  each  of  the  States  with  the  broad-based  income  tax  has  a  pro- 
vision where  a  resident  of  that  State  may  claim  a  credit  for  taxes 
that  are  rightly  paid  to  another  State,  and  that  is  the  system  that 
operates  in  most  of  the  country,  so  that  if  I  am  a  resident  of  the 
State  of  Oregon,  Just  on  any  income,  I  earn  income  in  California, 
I  pay  tax  to  California,  I  include  the  income  on  my  Oregon  return 
and  I  take  a  credit  for  what  has  been  paid  to  California. 

Virginia  represents  a  bit  of  a  special  example  because  they  prin- 
cipally rely  on  residence-based  taxation  and  have  a  series  of  agree- 
ments with  the  States  around  them  that,  regardless  of  where  you 
work — if  it  is  Maryland,  the  District,  West  Virginia,  and  I  am  not 
sure  how  far  south — I  am  taxed  on  all  of  my  income  in  Virginia. 

Now  our  information  shows  that  Virginia  does  not  allow  a  credit 
for  taxes  paid  on  pension  income  because  that  income  is  not  tax- 
able in  Virginia,  and  I  think  the  question  we  would  have  to  answer, 
to  get  to  your  question,  is,  if  the  income  was  from  a  source  outside 
the  State  of  Virginia  and  for  services  performed  outside  the  State 
of  Virginia  and  it  was  taxed  outside  of  Virginia,  can  I  exclude  that 
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OR  the  Virginia  income  tax  as  being  income  from  without  the  Com- 
monwealth of  Virginia. 

So  Virginia  is  a  bit  special  because  of  its  residence-based  prin- 
ciple, and  it  doesn't  use  the  credits  as  much,  but  I  believe  that  you 
could  take  the  position  that  it  is  not  taxing  income  from  sources 
outside  of  the  Commonwealth. 

Mr.  Scott.  In  Virginia,  and  I  don't  know  about  the  other  States, 
but  we  take  the  total  income  from  whatever  source  as  income  and 
conform  with  the  Federal  adjusted  gross  income,  and  that  is  your 
income.  We  don't  look  to  where  it  comes  from. 

Do  you  know  other  States  that  may  well  have  people  paying  tax 
on  the  same  income  more  than  once? 

Mr.  Duncan.  I  am  not  aware  of  those  situations  because  of  the 
system  of  credits  that  we  have  talked  about. 

Mr.  Scott.  Let  me  ask  another  question.  Some  bills  have  been 
introduced,  and  I  think  Mr.  Duncan  mentioned  California,  where 
you  will  exempt  a  specified  amount  of  pension  income.  If  those  bills 
are  implemented,  how  would  the  dollar  amount  be  allocated,  if  the 
pension  is  earned  in  more  than  one  State  or  if  you  have  numerous 
beneficiaries,  if  it  is  paid  to  more  than  one  individual?  How  would 
that  dollar  amount  be  allocated? 

Mr.  Duncan.  I  don't  recall  the  specifics  of  those  bills,  but  that 
was  one  of  our  concerns  about  the  manner  in  which  I  recall  one  of 
them  being  drafted,  is  that  there  wasn't  necessarily  a  provision  for 
how  to  allocate  that  income.  Now  when  those  are  done  at  a  State 
level  as,  say,  in  New  York  State  or  the  one  that  is  under  consider- 
ation in  California,  it  is  that  amount  from  California  sources  or 
New  York  sources. 

Mr.  Scott.  Mr.  Hoffman. 

Mr.  Hoffman.  I  would  like  to  comment  a  little  bit  on  these  bills, 
because  Mr.  Duncan  said  we  opposed  the  original  bill,  and  I  would 
like  to  say  why  we  did  that. 

Basically,  the  original  bill,  while  it  would  have  helped  some  peo- 
ple, had  a  sunset  clause  in  it  which  would  have  allowed  that  bill 
to  expire  in  6  years,  and  we  couldn't  get  them  to  change  that.  So 
we  felt  they  were  just  trying  to  diffuse  the  momentum  of  our  effort, 
and  I  still  believe  that  is  what  is  true. 

Frankly,  California  put  out  a  paper  last  year,  which  I  unfortu- 
nately didn't  include  in  the  record,  but  it  described  strategies  on 
how  to  combat  the  efforts  of  RESIST  of  America,  and  one  of  the 
strategies  they  had  was  to  introduce  this  bill. 

Now  this  particular  bill  was  sponsored  by  the  Franchise  Tax 
Board  of  California,  which  I  deal  with  all  the  time,  and  I  don't 
know  if  it  is  going  to  pass,  I  suspect  it  isn't,  but  I  also  suspect  it 
has  a  sunset  clause  in  it,  and  all  these  theoretical  cases  that  Mr. 
Duncan  talks  about  that  never  happen,  happen  all  the  time.  I  have 
documented  cases  of  thousands  of  people  that  are  being  double 
taxed,  and,  as  the  gentleman  from  the  AARP  talked  about,  there 
are  other  thousands  of  people  being  double  taxed  because  of  intimi- 
dation. 

A  little  old  lady  in  Fallon,  NV,  can't  fight  a  powerful  franchise 
tax  board.  They  just  can't  do  it.  As  a  matter  of  fact,  Howard  Smith 
is  having  trouble  because  not  only  does  California  tax  him  (his  tax 
is  now  33,000).  This  poor  man  not  only  is  hit  with  that  tax  bill, 
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California  files  a  lien  on  his  property  in  Sacramento  which  ruins 
his  credit,  so  he  can't  even  borrow  money  to  fight  this. 

And  so  it  is  not  just  a  sterile  issue  of  taxes.  It  is  real  people  that 
are  being  affected,  and  the  States— frankly,  I  don't  know  why  the 
States  want  to  collect  this  tax  anyway.  California  continues  to  say 
they  only  collect  $10  million  from  this  out  of  a  $55  billion  budget. 
Now,  if  they  are  only  collecting  $10  million,  and  I  have  that 
straight  from  some  of  their  legal  counsel,  then  this  tax  is  more 
trouble  to  them  than  it  is  worth. 

And  the  bill  that  exempts — it  used  to  be  20,000,  now  you  are  say- 
ing 30,000 — will  cost  them  as  much  to  implement  as  if  they  just 
abolish  the  thing.  There  is  no  difference. 

So  I  really  want  to  get  this  out  of  the  sterile  issue.  We  are  deal- 
ing with  people,  and  I  see  the  tragedies  that  are  occurring  every 
day.  I  almost  wish  my  wife  would  testify  because  she  takes  most 
of  the  phone  calls,  she  takes  most  of  the  letters.  The  only  trouble 
is  there  is  no  way  on  God's  earth  you  would  get  her  to  do  anything 
in  5  minutes. 

Mr.  Scott.  My  colleague  from  Virginia,  Mr.  Goodlatte. 

Mr.  Goodlatte.  Thank  you,  Mr.  Chairman.  Mr.  Perkins,  do  you 
see  a  growing  trend  of  more  and  more  States  seeking  to  tax  non- 
residents' personal  income? 

Mr.  Perkins.  I  don't  have  any  personal  information  concerning 
that.  But  certainly  as  data  processing  technology  advances,  I  am 
sure  there  will  be  more  States  that  will  attempt  it.  But  I  do  think 
from  a  practical  point  of  view  they  will  have  a  tough  time  doing 
it.  I  would  like  to  cite  the  situation  of  the  small  employer  that  has 
a  small  trustee  handling  the  disbursement  of  the  periodic  pay- 
ments. As  you  well  know,  all  administrators  must  offer  withhold- 
ing, both  State  withholding  and  Federal  withholding.  Part  of  the 
nightmare  would  be  the  small  administrator  having  to  know  and 
deal  with  multiple  States  for  the  withholding  and  payment  of 
taxes. 

I  think  in  actual  answer  to  your  question,  too,  if  more  States  are 
going  to  start  to  pursue  collecting  nonresident  source  taxes,  this 
might  be  just  the  time  before  that  occurs  to  nip  it  in  the  bud.  If 
there  is  going  to  be  legislation,  it  should  be  now  when  there  are 
so  few  States  affected.  Because  if  we  wait,  and  there  are  rnany, 
many  States  that,  at  a  later  point  in  time,  are  collecting,  it  will  be 
much  more  difficult  to  stop  at  that  point. 

Mr.  Goodlatte.  Mr.  Farrell,  have  you  received  complaints  from 
more  than  just  the  few  States  that  have  been  mentioned  here  from 
your  members? 

Mr.  Farrell.  NARFE  membership  to  a  good  extent  overlaps 
with  members  of  RESIST  of  America.  Because  they  receive  dis- 
bursements from  the  Federal  Government  they  don't  see  them- 
selves as  exposed  as  State  and  municipal  employees,  but  they  are 
very  concerned.  And  our  California  membership,  which  is  a  State 
in  which  our  field  vice  president,  Dick  Millington,  has  been  very  ac- 
tive on  this,  it  is  a  feeling  of  people  who  have  no  particular  intent 
on  migrating  from  California,  who  just  want  that  as  one  of  their 
options.  They  like  what  they  have.  They  don't  plan  to  leave.  But 
they  don't  want  to  be  fenced  in.  And  they  are  very  concerned  with 
the  treatment  that  people  trying  to  come  back  to  Sacramento,  no 
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longer  being  residents,  how  they  are  treated  in  Sacramento.  That 
is  why  I  think  that  this  is  a  case  for  a  higher  legislature,  and  that 
is  the  Congress. 

Mr.  GOODLATTE.  Thank  you.  Mr.  Duncan,  it  has  been  suggested 
that  since  most  income  taxing  States  allow  a  credit  for  taxes  paid 
to  other  States  there  is  no  real  tax  disadvantage  to  the  nonresident 
taxpayer  who  is  asked  to  pay  nonresident  pension  income  tax.  But 
how  does  that  offsetting  credit  argument  apply  to  nonresident  tax- 
payers who  live  in  a  State  which  imposes  no  income  tax? 

Mr.  Duncan.  The  purpose  of  the  credits  is  to  assure  that  when 
one  works  in  one  State  and  has  a  residence  in  another  that  all  the 
income  is  subject  to  tax  not  more  than  once,  and  it  does — and  by 
doing  that  it  has  the  effect  where  there  are  two  income  tax  States 
that  you  cite.  Where  I  don't  have  a  State  of  residence  to  take  a 
credit  against,  I  am  still  only  being  taxed  on  the  income  that  is 
sourceable  to  the  taxing  State  at  one  point — one  time. 

The  situation  isn't  really  comparable  as  between — the  situation 
where  you  have  one  income  tax  State  and  one  nonincome  tax  State 
isn't  really  comparable  to  the  one  with  the  two  income  tax  States 
because  there  are  not  two  jurisdictions  trying  to  tax  the  same  in- 
come. It  is  only  one. 

The  effect  is  to  have  the  income  taxed  once  and  the  credit  does 
accomplish  that. 

Mr.  GooDLATTE.  Yes,  Mr.  Hoffman? 

Mr.  Hoffman.  I  think  I  want  to  comment  on  that  because  it  is 
the  States  without  income  taxes  that  are  truly  doubled  tax,  because 
every  State  has  to  collect  the  taxes  to  run  their  government.  I 
think  Chairman  Brooks  will  attest  to  that,  if  you  look  at  the  var- 
ious taxes  the  Texan s  have  right  now,  and  that  Nevada  has  right 
now.  All  of  these  States  are  in  financial  difficulty.  We  are  paying 
taxes  to  our  State.  And  since  we  have  no  offsets  it  is  true  double 
taxation. 

But  I  don't  want  to  let  Mr.  Duncan  get  off  the  hook.  One  of  the 
cases  that  I  included  was  a  case  of  true  double  taxation  between 
Iowa  and  Oklahoma.  There  was  a  partial  credit  given  by  Okla- 
homa, but  two-thirds  of  the  tax  was  paid  to  both  States  on  the 
same  income.  That  is  double  taxation. 

And  I  keep  hearing  there  are  only  three  or  four  States  doing  this. 
If  I  calculated  what  our  memberships  are  saying,  there  are  prob- 
ably 15  or  20  States  doing  it.  Our  poll  also  came  up  with  12.  But 
there  is  a  letter  put  out  by  Ford  and  by  Rockwell  that  if  you  com- 
bine the  States  that  they  included  for  their  employees  it  totaled  18. 
So  I  think  there  are  more  States  doing  it. 

Now,  some  of  them  do  it  sneakily.  Is  that  a  word?  I  don't  know. 
But  they  don't  tell  anybody,  but  a  lot  of  people  pay  because  they 
are  good  Americans.  They  have  been  used  to  paying  their  taxes  and 
they  pay.  And,  as  you  said,  Mr.  Scott — I  believe  that  is  your 
name — that  only  those  people  that  are  good  or  caught  pay.  Those 
that  don't  want  to  don't  in  those  cases.  That  is  just  as  unfair. 

It  should  be  a  uniform  Federal  regulation.  Whatever  we  decide, 
it  should  be  the  same  for  everybody.  And  I  think  you  have  dissen- 
sion amongst  your  States  or  otherwise  we  wouldn't  have  had  six 
States  pass  legislation  to  try  and  prohibit  seizure  of  property  for 
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this,  and  I  know  of  at  least  six  others  that  are  in  the  process  of 
doing  that  now,  and  only  one  has  failed  so  far,  and  that  is  Hawaii. 

Texas  passed  this  unanimously.  It  didn't  even  require  the  Gov- 
ernor's signature.  But  I  have  a  letter  from  her  saying  she  supports 
it  anyway. 

Mr.  GOODLATTE.  Thank  you.  Mr.  Duncan,  going  back  to  that 
same  point,  in  your  testimony  on  page  3,  you  state  it  is  wrong  for 
Congress  to  unnecessarily  restrict  the  activities  of  all  50  States  be- 
cause one  State  does  something  Congress  doesn't  like — that  one 
State  being  California.  But  it  is  true,  as  Mr.  HofFman  and  others 
have  noted,  that  at  least  two  other  States,  Idaho  and  Oregon,  are 
now  pursuing  the  collection  of  nonresident  pension  income,  and 
that  several  other  States  have  laws  on  the  books  to  provide  for  the 
collection  of  such  a  tax. 

Isn't  it  also  the  case  that  at  least  three  States,  Florida,  Texas 
and  Nevada,  have  passed  legislation  to  attempt  to  preclude  the  exe- 
cution of  judgments  in  their  State  by  other  States  for  failure  to  pay 
nonresident  pension  income  tax.  Therefore,  this  issue  really  in- 
volves more  than  just  one  State,  and  in  fact,  it  involves  many 
States  and  is  likely  to  involve  many  more  in  years  to  come? 

Mr.  Duncan.  The  figures  you  cite,  the  example  of  Oregon  is  cor- 
rect. The  State  of  Idaho,  I  would  have  to  check  to  see  what  they 
indicated  on  our  1991  survey.  As  I  indicated  earlier,  there  are  more 
States  that  take  a  position  that  their  law  would  authorize  it.  But 
as  I  also  indicated,  there  were  only  three  States  that  had  active 
programs  for  enforcement,  and  two  of  those  were  limited  to  non- 
qualified plans. 

And  you  asked  earlier  about  more  and  more  States  doing  it.  The 
only  legislative  activity  in  this  area  that  I  am  aware  of  in  the  last 
few  years  have  been  to  go  the  other  way.  The  State  of  New  Jersey 
repealed  its  authority  to  tax  nonresident  income  after  it  won  a 
court  case  that  involved  over  a  million  dollars  in  tax. 

The  difficulties — as  I  tried  to  stress  earlier,  the  difficulties  of 
doing  this  in  an  efficient  and  equitable  manner  are  acting  as  a  seri- 
ous restraint  on  this.  We  really  are  for  practical  purposes  limited 
to  a  one  State  situation,  and  that  State  is  working  hard  to  deal 
with  it  in  the  face  of  an  $8  billion  budget  problem. 

Mr.  GooDLATTE.  Thank  you,  Mr.  Chairman. 

Mr.  Scott.  Mr.  HofFman. 

Mr.  Hoffman.  I  think  that  Mr,  Duncan  had  better  do  another 
survey.  Our  information  says  Kansas  and  Louisiana  have  now  im- 
plemented the  tax.  And,  if  you  look  at  another  related  issue,  the 
tax  that  California  puts  on  nonresident  professional  athletes  for 
every  game  played  in  the  State,  on  entertainers  for  everything  they 
do  in  the  State,  lately  on  an  NBC  news,  for  a  reporter  that  is  gath- 
ering information  in  a  city — Philadelphia — that  is  now  doing  this 
in  retaliation.  You  will  see  that  all  the  States  are  going  to  retaliate. 
They  have  to  to  preserve  their  economy. 

I  think  there  are  at  least  six  States — I  am  not  sure  I  can  name 
them — that  have  retaliated  against  the  tax  on  professional  ath- 
letes. I  know  Illinois  calls  theirs  "Jordan's  Revenge."  If  you  read 
the  Wall  Street  Journal  that  is  referenced  in  my  article,  it  gives 
more  States  even  than  I  can  remember. 
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The  other  States  are  not  going  to  sit  by  and  allow  California  or 
any  other  State  to  take  money  out  of  their  economy.  They  have  to 
retaliate.  All  States  have  financial  problems. 

So  I  think  you  are  underestimating  the  number  of  States  that 
are  really  doing  this. 

Mr.  Scott.  Very  briefly,  Mr.  Duncan. 

Mr.  Duncan.  Yes,  Mr.  Chairman.  I  might  note  that  for  the  past 
14  months  the  Federation  of  Tax  Administrators  under  the  chair- 
manship of  Jim  Wetzler  of  the  State  of  New  York  has  been  working 
with  the  professional  sports  teams  and  representatives  of  each  of 
the  players'  associations  to  do  two  things  about  the  taxation  of  non- 
resident professional  athletes:  improve  the  uniformity  of  the  man- 
ner in  which  the  States  do  it,  and  to  simplify  the  filing  burden,  and 
we  have  gotten  excellent  cooperation  from  those  industries  because 
they  recognize  their  rights,  their  obligations  to  pay  tax  where  they 
perform  services. 

Mr.  Scott.  Thank  you  very  much.  Professor  Smith,  I  had  one 
other  question  for  you.  In  your  theory  on  how  you  can  exact  this 
tax,  it  is  based  on  an  accrual  theory.  The  money  was  actually  made 
while  you  were  working  and  receiving  the  services,  and  therefore 
when  you  move  you  would  pay  them.  We  have  given  taxpayers  a 
choice  of  whether  they  want  to  be  on  an  accrual  basis  or  a  cash 
basis,  and  if  you  are  on  a  cash  basis,  how  does  that  theory  work? 

Mr.  Smith.  When  a  State,  I  believe,  taxes  the  pension  income  of 
its  former  residents  where  it  isn't  recognized  for  Federal  income 
tax  purposes  until  a  later  year,  essentially  they  are  following  cash 
basis  in  this  respect.  They  are  saying  the  tax  year  for  which  we 
want  the  filing  is  the  year  you  receive  the  pension  checks  in  the 
mailbox  in  Florida  or  wherever. 

But  the  underlying  principle  on  why  they  ought  to  be  able  to  do 
that  is  to  look  at,  in  terms  of  accrual,  what  does  that  check  really 
represent.  It  represents  personal  services  performed  in  prior  tax 
years,  where  presumably  at  that  point  in  time  the  State  could  have 
then  demanded  taxation  on  the  basis  of  accrual.  It  didn't.  It  fol- 
lowed its  normal  rules  of  letting  most  ordinary  taxpayers  elect  to 
be  cash  basis  taxpayers,  and  that  is  why  they  are  pointing  to  the 
later  tax  year  where  the  underlying  theory,  in  fact,  is  look  at  the 
time  the  pension  rights  were  vesting,  or  were  being  earned. 

Mr.  Scott.  Thank  you.  Mr.  Fish. 

Mr.  Fish.  Thank  you,  Mr.  Chairman.  I  have  one  question  for 
each  of  the  three  gentlemen. 

Mr.  Hoffman,  in  your  written  testimony,  you  make  the  argument 
that  pensions  are  not  deferred  income  as  they  are  treated  by  some 
States  because  it  is  not  unconditional.  And  you  make  the  point  that 
should  a  pensioner,  unfortunately,  die  even  just  one  day  before  he 
retires,  he  would  receive  only  his  own  contributions  to  the  plan, 
plus  a  small  amount  of  interest,  and  that  his  estate  would  receive 
none  of  the  so-called  deferred  income.  My  question  is,  what  is  the 
response  by  States — like  California — with  regard  to  your  argu- 
ment? 

Mr.  Hoffman.  I  have  never  heard  the  State  of  California,  in  all 
of  the  publicity  we  have  been  involved  in  with  them,  answer  that 
question.  I  think  that  pensions  are  generally  intangibles.  In  fact, 
according  to  Dr.  Smith's  own  article  he  found  it  difficult  to  separate 
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out  which  part  of  the  pension  was  earned  while  you  were  still  a 
resident  of  the  State  and  which  part  of  the  pension  is  earned  after 
you  are  a  nonresident,  because  most  pension  plans  are  put  into  a 
trust  fund.  After  you  retire  they  separate  those  trust  funds  out  and 
there  is  still  income  earned  that  helps  pay  you  on  a  pension  check 
by  pension  check  basis.  That  income  is  earned  while  you  are  a  non- 
resident and  shouldn't  be  taxable. 

But  it  isn't  surprising,  because  in  Vermont  v.  Keyes  the  State  of 
Vermont  Supreme  Court  said  you  couldn't  tax  passthrough  interest 
on  Federal  securities,  and  yet  all  the  States  do  that.  My  point  is 
States  just  do  what  they  can  get  away  with,  because  they  are  up 
against  impotent  people.  I  shouldn't  say  it  that  way,  but  a  powerful 
taxing  agency  is  tough  to  fight. 

California  even  now  has  $100  million  set  aside  for  court  cases. 
How  can  a  poor  individual  on  their  own  sue  them  for  these  illegal 
things  that  they  do.  Their  own  law,  which  I  reference  in  my  article, 
prevents  them  from  garnishing  pensions  except  for  child  or  spousal 
support.  Now  they  found  a  20-year-old  case  to  get  around  that  so 
they  can  withhold  or  garnish  the  pension  of  Howard  Smith.  I  don't 
think  that  case,  and  I  admit  I  am  not  an  attorney,  has  anjrthing 
whatsoever  to  do  with  their  exemption  which  was  passed  later,  but 
they  go  ahead  and  do  it. 

Mr.  Fish.  Thank  you.  Mr.  Farrell,  on  page  1  of  your  testimony, 
you  indicate  that  your  organization  supported  legislation  similar  to 
that  before  us  today  in  the  last  Congress,  specifically  S.  267,  which 
contained  the  outright  prohibition  on  source  taxation.  My  question 
is,  is  there  any  division  within  your  organization  with  regard  to 
whether  to  support  the  legislation  introduced  this  Congress;  name- 
ly, H.R.  702,  H.R.  546,  and  S.  235,  which  do  not  represent  outright 
bans  on  such  taxes  but  rather  restrict  a  State's  ability  to  taix  non- 
resident pension  income  up  to  a  ceiling  of  $25,000  per  year  and 
only  with  regard  to  qualified  plans? 

Mr.  Farrell.  Yes.  Put  two  NARFE  people  in  a  room  and  there 
are  three  opinions.  Though  I  testified  at  the  top  of  the  testimony 
about  it  growing  up  from  the  membership  and  established  at  con- 
ventions, which  are  held  every  other  year,  that  this  should  be  on 
the  priority  list  for  the  legislative  staff  in  Washington. 

But  definitely  there  are  differences  of  opinion.  There  is  a  realiza- 
tion that  Congressman  Stump's  bill  is  still  the  prohibition,  the 
much  broader  scope  legislation  that  uses  the  language  of  S.  267 
and  the  House  bills  of  the  102d  Congress. 

However,  I  have  spoken  with  a  staffer  for  Congressman  Stump 
and  he  is  not  eager  to  see  the — in  his  case  maybe  the  perfect  would 
be  the  enemy  of  the  good. 

Mr.  Fish.  Finally,  Mr.  Perkins,  on  page  8  of  your  testimony,  you 
point  out  that  former  public  sector  workers  find  themselves  tar- 
geted far  more  often  than  private  sector  workers  for  source  tax  col- 
lection, due  in  part  to  the  fact  that  States  have  more  ready  access 
to  the  employment  records  of  public  employees.  My  question,  do 
you  see  some  States  becoming  involved  in  attempting  to  collect 
against  private  sector  nonresident  pensioners? 

Mr.  Perkins.  I  think  that  basically  refers  to  public  pension 
plans.  They  are  usually  larger  and  therefore  generally  more  sophis- 
ticated in  keeping  track  of  payments. 
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I  will  go  back  to  the  example  of  small  employers  that  do  not  have 
sophisticated  recordkeeping.  They  do  what  they  have  to  do  legally, 
but  that  is  it. 

Basically,  the  data  processing  techniques  already  exist.  However, 
I  question  the  human  capability  to  keep  abreast  of  data  processing 
technology.  I  think  you  alluded  to  that,  Mr.  Scott.  Thus  in  practical 
terms  there  probably  will  be  very  little  ability  to  administer  this 
fairly. 

So,  yes,  I  think  that  if  States  pursue  it  for  Federal,  State,  county 
and  all  sort  of  other  civil  servants,  they  will  try  their  damdest  to 
also  collect  it  from  the  private  pension  plans.  But  I  see  it  as  a  very 
severe  administrative  burden  to  try  to  do  that. 

Mr.  Fish.  Thank  you,  Mr.  Perkins.  Thank  you,  Mr.  Chairman. 

Mr.  Scott.  Thank  you.  I  want  to  thank  all  of  today's  witnesses 
for  their  useful  and  informative  testimony.  I  think  it  is  fair  to  say 
that  the  issue  under  consideration  today  captures  in  every  way  the 
changing  demographics  and  realities  of  the  1990's — a  growing  num- 
ber of  retirees  who  are  faced  with  greater  tax  burdens  by  States 
which,  in  turn,  are  increasingly  pinched  by  fiscal  restraints. 

The  only  way  to  approach  such  a  volatile  and  complex  issue  is 
to  develop  a  substantial  record  with  input  from  all  interested  par- 
ties, and  I  think  the  subcommittee  has  made  substantial  progress 
in  doing  just  that.  We  should  be  in  a  better  position  because  of  the 
information  you  have  provided  to  consider  whether  a  legislative  re- 
sponse is  indicated. 

If  there  is  nothing  further,  the  subcommittee  stands  adjourned. 

[Whereupon,  at  12:16  p.m.,  the  subcommittee  was  adjoumed.l 
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TO 


House  Judiciary  Subcommittee  on  Economir  and  Commercial 
Law 


FROM  :        American  Law  Division 

SUBJECT        :        Congressional  Power  to  Proscribe  Certain  State  Taxes 


This  memorandum  is  in  response  to  your  inquiry  to  consider  whether 
Congress  is  empowered  under  the  Constitution  to  enact  legislation  which  would 
forbid  the  States,  as  certain  of  them  do  now,  from  imposing  a  tax  upon  the 
income  of  residents  of  other  States  derived  from  the  pension  system  of  the 
taxing  State.  At  present,  as  we  understand  it.  several  States  do  expressly  treat 
their  income  tax  laws  as  applicable  to  the  pension  income  of  persons  who  have 
moved  from  the  State  and  reside  in  another  State.  Congress  has  in  recent  years 
considered  legislation  that  would  proscribe  this  state  tax  practice. 

Under  the  supremacy  clause  of  the  Constitution.  Art.  VI.  cl.  2.  federal  laws 
which  are  "made  in  Pursuance"  of  the  Constitution  are  pronounced  to  be  "the 
supreme  Law  of  the  Land;  and  the  Judges  in  every  State  shall  be  liound  thereby, 
any  Thing  in  the  Constitution  or  Laws  of  any  State  to  the  Contrary  notwith- 
standing." Under  this  clause,  whenever  Congress  acts  within  one  of  its  delegated 
powers,  it  may  entirely  displace  state  law  on  the  same  subject  matter,  whether 
state  law  be  in  conflict  with  the  federal  law,  be  complementary  to  it,  or  be  in 
some  other  relationship  to  it.  Of  course,  Congress  need  not  pre-empt  state  law; 
it  may  leave  it  to  coexist  to  the  extent  it  does  not  conflict  with  the  federal  policy 
or  interfere  with  the  effec'>,uation  of  the  federal  policy.  The  question  is  always 
one  of  congressional  intent.  "[W]e  have  consistently  emphasized  that  the  first 
and  fundamental  inquiry  in  any  pre-emption  analysis  is  whether  Congress 
intended  to  displace  state  law  .  .  .  ."  Wardair  Canada  Inc.  v.  Florida  Dcpt.  of 
Revenue,  All  U.S.  1,  6  (1986).  "Congress'  intent  may  be  'explicitly  stated  in  the 
statute's  language  or  implicitly  contained  in  its  structure  and  purpose.'" 
Cipollone  v.  Liggett  Group,  112  S.Ct.  2608,  2617  (1992)(quoting  Jones  v.  Rath 
Packing  Co.,  430  U.S.  519,  525  (1977)).  Only  in  the  absence  of  declared 
congressional  intent,  either  in  statutory  language  or  in  the  legislative  history, 
does  the  Court  enter  into  an  examination  of  whether  the  iwo  laws  may  coexist. 
Wisconsin  Public  Intervenor  v.  Mortier.  Ill  S.Cl.  2476.  2481-2482  (1991); 
Louisiana  Public  Service  Comm.  v.  FCC,  476  U.S.  35;'),  368-369  (1986). 
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While  express  preemption  provisions  are  not  always  free  of  interpretive 
doubt,  see,  e.g.,  Cipollone,  supra;  Gade  v.  National  Solid  Wastes  Management 
Assn.,  112  S.Ct.  2374  (1992);  Morales  v.  TWA,  112  S.Ct.  2031  (1992),  where  the 
congressional  intent  is  clear,  we  need  concern  ourselves  only  with  two  questions. 
Is  there  a  delegated  power  under  which  Congress  may  act?  If  there  is,  may 
Congress  displace  a  state  taxing  law  in  the  exercise  of  the  power? 

Although  there  are  numerous  constitutional  issues  that  are  problematical, 
in  the  sense  that  it  is  possible  to  derive  more  than  one  defensible  answer  by  a 
reading  of  the  constitutional  provision,  its  structure  and  history,  and  the  judicial 
precedents,  these  two  particular  questions  lend  themselves  to  straightforward 
resolution.  The  commerce  clause.  Art.  I,  §  8,  cl.  3,  is  the  settled  source  of 
authority,  and  state  tax  laws  enjoy  no  immunity  that  other  state  statutes  do  not 
have. 

One  of  the  predominant  legislative  powers  delegated  by  the  Constitution  is 
the  power  to  regulate  commerce  among  the  States.  From  the  beginning,  it  has 
been  understood  that  the  authority  at  least  comprehends  the  ability  to  regulate 
that  which  crosses  an  interstate  boundary,  even  to  the  extent  of  prohibiting 
activities  that  cross  state  boundaries.  Champion  v.  Ames,  188  U.S.  321  (1903). 
Interstate  commerce  is  definitely  involved  in  this  tax  situation.  The  pensioners 
have  moved  across  a  state  line.  The  pension  income  moves  across  state  lines, 
either  through  the  mails  or  through  some  form  of  electronic  transfer.  The  tax 
bills  are  mailed  into  other  States,  and  efforts  to  collect  the  taxes  claimed  to  be 
owed  similarly  utilize  the  mails  or  other  forms  of  interstate  instrumentalities. 
Congress  may  deny  the  use  of  the  mails  to  further  conduct  it  deems  to  be 
against  public  policy.  In  re  Rapier,  143  U.S.  110  (1893).  It  regularly  regulates 
other  means  of  interstate  communication. 

Thus,  the  jurisdictional  basis  exists  for  legislation.  We  need  not  consider  the 
doctrine  that  has  developed  as  a  potent  engine  of  federal  regulation,  the  theory 
of  jurisdiction  based  upon  the  "effect"  upon  commerce  of  certain  activities,  even 
though,  based  on  the  amount  of  funds  involved,  legislative  jurisdiction  no  doubt 
exists  on  that  theory  as  well. 

Once  legislative  jurisdiction  is  found,  federal  power  to  regulate  is  plenary, 
bounded  only  by  the  limitations  the  Constitution  itself  places  on  the  power. 
While  there  has  been  controversy  of  late  with  respect  to  the  extent  of 
congressional  power  to  regulate  the  States  as  States,  see  New  York  v.  United 
States,  112  S.Ct.  2408  (1992),  there  is  none  about  the  power  to  displace  state  law 
in  its  impact  upon  private  conduct.  National  League  of  Cities  v.  Usery,  426  U.S. 
833,  840  (1976),  overruled  on  other  grounds  in  Garcia  v.  San  Antonio 
Metropolitan  Transit  Auth.,  469  U.S.  528  (1985). 

A  wealth  of  precedent  attests  to  congressional 
authority  to  displace  or  pre-empt  state  laws 
regulating  private  activity  affecting  interstate 
commerce  when  these  laws  conflict  with  federal 
law.  .  .  .  Moreover,  it  is  clear  that  the  Commerce 
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Clause  empowers  Congress  to  prohibit  all  -  and  not 
just  inconsistent  -  state  regulation  of  such 
activities.  .  .  Although  such  congressional 
enactments  obviously  curtail  or  prohibit  the  States' 
prerogatives  to  make  legislative  choices  respecting 
subjects  the  States  may  consider  important,  the 
Supremac-  Clause  permits  no  other  result.  Hodel 
V.  Virginia  Surface  Mining  &  Reclamation  Assn.. 
452  U.S.  264,  290  (1981). 

A  substantial  body  of  precedent  establishes  that  state  tax  laws  are  not 
exempted  from  the  breadth  of  this  principle. 

Illustrative  of  this  point  is  Arizona  Public  Service  Co.  v.  Snead.  441  U.S. 
141  (1979),  a  case  so  similar  to  the  present  controversy  that  it  merits  extended 
treatment.  The  case  involved  a  conflict  between  New  Mexico  and  Arizona.  New 
Mexico  imposed  an  energy  tax  on  the  privilege  of  generating  electricity  within 
the  State.  The  utilities  party  to  the  case  produced  in  New  Mexico  electricity 
which  they  sold  almost  exclusively  to  consumers  in  Arizona.  Utilities  selling 
their  electricity  within  New  Mexico  paid  a  retail  sales  tax  on  that  activity,  and 
they  could  offset  the  sums  paid  under  the  generating  tax  with  a  credit  for  the 
sales  tax.  But  the  companies  selling  electricity  in  Arizona  had  no  gross  receipts 
tax  liability  against  which  to  offset  the  generating  tax  liability. 

While  Arizona  and  the  utilities  were  contesting  the  generating  tax  liability 
in  New  Mexico  courts  under  a  negative  commerce  challenge,  the  two  Arizona 
Senators  sought  and  obtained  in  Congress  a  measure  which  prohibited  the  New 
Mexico  tax,  only  the  New  Mexico  tax.  Tax  Reform  Act  of  1976.  §  2121(a).  90 
Stat.  1914,  15  U.S.C.  §  391.  The  section  provided: 

No  State,  or  political  subdivision  thereof,  may 
impose  or  assess  a  tax  on  or  with  respect  to  the 
generation  or  transmission  of  electricity  which 
discriminates  against  out-of-State  manufacturers, 
producers,  wholesalers,  retailers,  or  consumers  of 
that  electricity.  For  purposes  of  this  section,  a  tax 
is  discriminatory  if  it  results,  either  directly  or 
indirectly,  in  a  greater  tax  burden  on  electricity 
which  is  generated  and  transmitted  in  interstate 
commerce  than  on  electricity  which  is  generated 
and  transmitted  in  intrastate  commerce. 

The  Finance  Committee's  explanation  of  the  section  follows: 

The  committee  has  learned  that  one  State 
places  a  discriminatory  tax  upon  the  production  of 
electricity  within  its  boundaries  for  consumption 
outside  its  boundaries.  While  the  rate  of  the  tax 
itself  is  identical  for  electricity  that  is  ultimately 
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consumed  outside  the  State  and  electricity  which  is 
consumed  inside  the  State,  discrimination  results 
because  the  State  allows  the  amount  of  the  tax  to 
be  credited  against  its  gross  receipts  tax  if  the 
electricity  is  consumed  within  its  boundaries.  This 
credit  normally  benefits  only  domiciliaries  of  the 
taxing  State  since  no  credit  is  allowed  for  electricity 
produced  within  the  State  and  consumed  outside 
the  State.  As  a  result,  the  cost  of  electricity  to 
nondomiciliaries  is  normally  increased  by  the  cost 
the  producer  of  the  electricity  must  bear  in  paying 
the  tax.  However,  the  cost  to  domiciliaries  of  the 
taxing  State  does  not  include  the  amount  of  the 
tax. 

The  committee  believes  that  this  is  an  example 
of  discriminatory  State  taxation  which  is  properly 
within  the  ability  of  Congress  to  prohibit  through 
its  power  to  regulate  interstate  commerce.  S.  Rept. 
94-938,  pt.  I,  pp.  437-438  (1976). 

Debate  on  the  Senate  floor,  in  which  a  motion  to  strike  the  provision  was 
defeated,  made  clear  the  conflict  was  between  the  two  States.  122  CONG.  REC. 
24324-24329  (1976). 

Unanimously,  in  Snead,  the  Supreme  Court  sustained  the  federal  statute 
to  invalidate  the  New  Mexico  tax.  Two  important  points  were  made. 

First,  New  Mexico  argued  that  the  statute  was  only  a  restatement  of  the 
commerce  clause  limits  on  state  taxation.  Thus,  under  the  precedents,  New 
Mexico's  total  tax  structure  had  to  be  assessed  to  determine  if  the  State  in  fact 
did  impose  a  greater  tax  burden  on  electricity  sent  out  of  State.  The  result  of 
that  examination  revealed  that  utilities  selling  electricity  within  the  State  paid 
a  total  4%  tax,  2%  from  the  electrical  energy  tax  and  2%  from  the  gross  receipts 
tax,  whereas  sales  out-of-state  subjected  a  utility  only  to  the  2%  generation  tax, 
leaving  out-of-state  distributors  actually  better  off  than  in-state  ones. 

The  Court  rejected  this  attempt  to  conflate  the  commerce  clause  standard 
and  the  statutory  standard.  The  former  might  well  require  a  totality  review,  but 
the  statute  "is  directed  specifically  at  a  state  tax  'on  or  with  respect  to  the 
generation  or  transmission  of  electricity,'  not  to  the  entire  tax  structure  of  the 
State."  Snead,  supra,  441  U.S.,  149.  So  considered,  the  generating  tax  was 
discriminatory  within  the  meaning  of  the  federal  statute.  Id.,  149-150. 

Thus,  Congress  is  not  limited  to  legislating  against  state  taxation  or 
regulation  that  would  be  independently  invalid  under  the  negative  commerce 
clause.  It  may  proscribe  state  laws  on  its  own  views  of  policy,  based  on  its  own 
considered  judgment  of  fairness  and  equity. 
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Second,  New  Mexico  argued  that  if  the  federal  law  were  construed  in  this 
fashion,  it  would  be  unconstitutional.  Again,  unanimously,  the  Court  faulted 
this  contention. 

In  view  of  the  broad  power  of  Congress  to 
regulate  interstate  commerce,  this  argument  must 
be  rejecto  1.  .  .  .  Here,  the  Congress  had  a  rational 
basis  for  finding  that  the  New  Mexico  tax 
interfered  with  interstate  commerce,  and  selected  a 
reasonable  method  to  eliminate  that  interference. 
The  legislation  thus  was  within  the  constitutional 
power  of  Congress  to  enact.  Id.,  150. 

Snead  is  not  an  isolated  case.  Following  Evansville-Vanderburgh  Airport 
Auth.  Dist.  V.  Delta  Airlines,  405  U.S.  707  (1972),  in  which  the  Court  ruled  that 
neither  the  commerce  clause  nor  federal  law  precluded  state  or  local  authorities 
from  assessing  head  taxes  on  passengers  boarding  flights  at  state  or  local 
airports,  Congress,  after  extensive  hearings,  included  §  7(a)  in  the  Airport 
Development  Acceleration  Act  of  1973,  87  Stat.  90,  49  U.S.C.  App.  §  1513.  That 
section  expressly  preempts  state  or  local  gross  receipts  taxes  on  the  sale  of  air 
transportation  or  the  carriage  of  persons  traveling  in  air  commerce,  hi  Aloha 
Airlines  v.  Director  of  Taxation  of  Hawaii,  464  U.S.  7  (1983),  the  Court  applied 
this  provision  to  invalidate  a  state  tax  on  the  gross  receipts  of  airlines  selling 
air  transportation  and  carrying  persons  traveling  in  air  commerce.  See  also 
Wardair  Canada  Inc.  v.  Florida  Dept.  of  Revenue ,  All  U.S.  1  (1986)(interpreting 
federal  law,  including  §  7(a),  as  not  precluding  a  state  tax  on  all  aviation  fuel 
sold  within  the  State  to  airlines  regardless  of  whether  the  fuel  was  used  to  fly 
interstate  or  internationally). 

Just  as  with  airlines,  Congress  has  legislated  to  proscribe  what  it  deems  to 
be  discriminatory  rail  taxation  by  the  States.  Emerging  after  a  long 
congressional  debate  over  improving  the  condition  of  the  Nation's  railroads,  the 
Railroad  Revitalization  and  Regulatory  Reform  Act  of  1976,  inter  alia,  forbade 
a  series  of  state  taxes  having  a  discriminatory  impact  upon  the  railroads,  §  306, 
90  Stat.  54,  49  U.S.C.  §  11503,  which  has  resulted  in  innumerable  decisions  in 
the  federal  and  state  courts  and  the  invalidation  of  a  variety  of  state  tax  laws. 
E.g.,  Ogilvie  v.  State  Bd.  of  Equalization,  657  F.2d  204  (8th  Cir.).  cert,  den.,  454 
U.S.  1086  (1981);  Richmond,  Fredericksburg  &  Potomac  Railroad  v.  Virginia 
Dept.  of  Taxation,  762  F.2d  375  (4th  Cir.  1985);  Kansas  City  Southern  Railway 
Co.  V.  McNamara,  817  F.2d  368  (5th  Cir.  1987);  Trailer  Train  Co.  v.  State  Tax 
Comm.,  929  F.2d  1300  (8th  Cir.  1991);  ACF  Industries  v.  Oregon  Dept.  of 
Revenue,  961  F.2d  813  (9th  Cir.  1992),  cert.grantcd.  113  S.Ct.  2517  (1993).  And 
see  Burlington  Northern  Railroad  Co.  v.  Oklahoma  Tax  Comtn..  481  U.S.  454 
(1987)(§  306  permits  federal  court  review  of  railroad's  claim  of  alleged 
overvaluation  of  its  property). 

Following  the  Court's  decision  in  Northwestern  States  Portland  Cement  Co. 
V.  Minnesota,  358  U.S.  450  (1959),  in  which  it  held  that  the  net  income  from  the 
interstate  operations  of  a  foreign  corporation  could  be  subjected  to  state 
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taxation  that  was  not  discriminatory  and  was  properly  apportioned  to  local 
activities  within  the  taxing  State  forming  a  sufficient  nexus  to  support  the  tax, 
Congress,  responding  to  the  concerns  of  businesses  that  mere  solicitation  within 
a  State  would  be  sufficient  to  establish  a  tax  nexus,  and  see  Scripto  v.  Carson, 
362  U.S.  207  (1960),  enacted  what  was  intended  to  be  a  temporary  law.  P.  L.  86- 
272,  73  Stat.  555,  15  U.S.C.  §  381.  The  statute  provided  that  no  State  was  to 
have  power  to  impose  a  net  income  tax  on  income  derived  within  the  State  from 
interstate  commerce  if  the  recipient  of  the  income  confined  its  business  wnthin 
the  State  to  "the  solicitation  of  orders  ...  in  such  State  for  sales  of  tangible 
personal  property,  which  orders  are  sent  outside  the  State  for  approval  or 
rejection,  and,  if  approved,  are  filled  by  shipment  ot  delivery  from  a  point 
outside  the  State."  See  Wisconsin  Dept.  of  Revenue  v.  WHliam  Wrigley,  Jr.,  Co., 
112  S.Ct.  2447  (1992){determining  whether  variouk  activities  of  gum 
manufacturer  in  State  were  ancillary  to  "solicitation  of  orders"  or  were  nontrivial 
additional  connections);  Heublein  v.  South  Carolina  Tax  Cotnm.,  409  U.S.  275 
(1972)(interpreting  statute  to  approve  the  particular  tax  striicture  in  issue). 
Again,  this  statute  has  occasioned  a  great  deal  of  litigation  in  applying  it,  with 
no  hint  of  a  constitutional  problem.  See  Sweeney,  State  Taxation  of  Interstate 
Commerce  Under  Public  Law  86-272:  'A  Riddle  Wrapped  in  an  Enigma  Inside 
a  Mystery",  1984  B.  Y.  U.  L.  REV.  169. 

Finally,  in  order  not  to  prolong  overly  this  memorandum,  we  consider  one 
more  case,  a  case  that  is  so  idiosyncratic  as  probably  to  be  a  sport  in  its  precise 
approach  but  nonetheless  in  a  line  with  the  other  cases  discussed.  In  State 
Board  of  Insurance  v.  Todd  Shipyards  Corp..,  370  U.S.  451  (1962),  the  issue 
before  the  Court  was  the  validity  of  Texas  taxes  levied  and  collected  on 
insurance  covering  the  company's  property  in  Texas.  All  transactions  pertaining 
to  the  insurance  took  place  outside  Texas.  The  insurers  were  domiciled  in 
London  and  were  not  licensed  in  Texas,  did  no  business  in  Texas,  and  had  no 
office  or  agents  in  Texas.  The  insurance  was  bought  and  issued  in  New  York, 
and  the  premiums  and  claims  were  payable  in  New  York.  Under  three  older 
Supreme  Court  decisions,  the  taxes  would  have  been  invalid,  but  more  recent 
decisions  had  undermined  them.  However,  the  Court  held  that  the  vitality  of  the 
actual  decisions  was  irrelevant,  since  Congress  had  adopted  their  principle  as  a 
statutory  bar  to  the  questioned  taxes. 

When  the  Court  in  United  States  v.  South-Eastem  Underwriters  Assn.,  322 
U.S.  533  (1944),  had  reversed  years  of  precedents  and  ruled  that  insurance 
transactions  across  state  lines  constituted  interstate  commerce,  subjecting  the 
business  to  congressional  regulation,  Congress  responded  by  enacting  the 
McCarran-Ferguson  Act,  59  Stat.  33, 15  U.S.C.  §§  1011-1015,  providing  that  the 
regulation  and  taxation  of  insurance  should  be  left  to  the  States.  On  its  face,  the 
statute  did  not  speak  to  the  issue  in  Todd  Shipyards.  But  the  legislative  history 
of  McCarran-Ferguson  did  speak  to  the  issue.  Id.,  370  U.S.,  455-456.  Thus,  the 
House  Committee  report  stated: 

It  is  not  the  intention  of  Congress  in  the 
enactment  of  this  legislation  to  clothe  the  States 
with  any  power  to  regulate  or  tax  the  business  of 
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insurance  beyond  that  which  they  had  been  held  to 
possess  prior  to  the  decision  in  the  Southeastern 
Underwriters  Association  case.  Briefly,  your 
committee  is  of  the  opinion  that  we  should  provide 
for  the  continued  regulation  and  taxation  of 
insurance  by  the  States,  subject  always,  however, 
to  tliJ  limitations  set  out  in  the  controlling 
decisions  of  the  United  States  Supreme  Court,  as. 
for  instance,  in  Allgeyer  v.  Louisiana  (165  U.S. 
578),  St.  Louis  Cotton  Compress  Co.  l.  Arkansas 
(260  U.S.  346),  and  Connecticut  General  Insurance 
Co.  V.  Johnson  (303  U.S.  77),  which  hold,  inter  alia, 
that  a  State  does  not  have  power  to  tax  contracts 
of  insurance  or  reinsurance  entered  into  outside  its 
jurisdiction  by  individuals  or  corporations  resident 
or  domiciled  therein  covering  risks  within  the  State 
or  to  regulate  such  transactions  in  any  way.  H. 
Rept.  143,  79th  Cong.,  1st  sess.,  p.  3  (1945). 

Senator  McCarran  read  to  the  Senate  this  portion  of  the  House  report 
and  stated  that  "we  give  to  the  States  no  more  powers  than  those  they 
previously  had,  and  we  take  none  from  them."  91  CONG.  REC.  1442  (1945). 

On  the  basis  of  this  evidence  of  congressional  intent,  not  embodied  in  the 
statute,  the  Court  held  that  it  made  no  difference  whether  the  three  older  cases 
remained  valid.  Congress  "indicated  without  ambiguity  that  such  state 
'regulation  or  taxation'  should  be  kept  within  the  limits  set  by"  the  cases.  Id., 
370  U.S.,  456. 

Nor  need  we  limit  ourselves  to  congressional  regulation  of  commerce  in 
seeking  examples  in  which  state  tax  laws  have  been  overridden.  In  Davis  v. 
Michigan  Dept.  of  Treasury,  489  U.S.  803  (1989),  the  Court  unanimously  applied 
4  U.S.  C.  §  111,  which  forbids  the  States  to  discriminate  against  federal  officers 
or  employees  in  taxing  their  pay  or  compensation,  to  strike  down  a  state  law 
that  levied  an  income  tax  on  retirement  benefits  paid  by  all  employers,  including 
the  Federal  Government,  but  that  exempted  retirement  benefits  paid  by  the 
State  or  its  political  subdivisions.  See  also  Barker  v.  Kansas,  112  S.Ct.  1619 
(1992)(extending  Davis  to  military  retirees).  Similarly,  in  Memphis  Bank  & 
Trust  Co.  V.  Garner,  459  U.S.  392  (1983),  the  Court  utilized  31  U.S.C.  §  742, 
which  barred  discriminatory  taxation  of  interest  from  certain  obligations  of  the 
United  States,  to  strike  dovirn  a  state  law  taxing  the  net  earning  of  banks  and 
expressly  defining  net  earnings  to  include  interest  on  obligations  of  the  United 
States  and  its  instrumentalities  but  to  exclude  interest  earned  on  obligations  of 
the  State  and  its  political  subdivisions.  See  also  American  Bank  &  Trust  Co.  v. 
Dallas  County,  463  U.S.  855  (1983)(applying  31  U.S.C.  §  742). 

In  conclusion,  it  may  be  said  that  Congress,  under  its  commerce  power,  may 
legislate  to  modify  or  to  displace  state  regulatory  or  taxing  authority  insofar  as 
it  applies  to  interstate  commerce  (and,  of  course,  to  the  extent  it  has  an  impact 
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on  interstate  commerce).  In  so  acting,  Congress  need  not  merely  supplement 
what  the  Constitution  itself  would  prohibit  or  limit  under  the  commerce  clause, 
the  due  process  clause,  the  privileges  and  immunities  clause,  and  other 
constitutional  provisions.  It  may  enact  its  own  policy  notions  and  define  in  its 
discretion  what  constitutes  interferences  with  interstate  commerce. 

The  precedents  reviewed  thus  uniformly  support  the  validity  of  legislation 
that  would  preclude  the  imposition  of  state  taxes  upon  the  benefits  of  retirees 
residing  in  another  State. 

\  Johnny  H.  Killian 
Senior  Specialist 
American  Constitutional  Law 


107 


^ 


r^ 


:."    >.<--- 


CRS 


Congressional  Research  Service  •  The  Library  of  Congress  •  Washington,  DC.  20540-7000 

July  16,  1933 

TO  :       House  Subcommittee  on  Economic  and  Commercial  Law 

FROM  :       American  Law  Division 

SUBJECT  Relevant    Federal    Judicial    Decisions    Concerning    State 

Taxation  Of  Nonresidents'  Retirement  Income 


This  memorandum  responds  to  your  request  for  a  discussion  of  relevant 
federal  judicial  decisions  concerning  State  taxation  of  nonresidents'  retirement 
income.  As  a  general  proposition,  the  authority  of  a  State  to  impose  income 
taxes  on  individuals  derives  from  that  State's  jurisdiction  over  either  the  person 
of  a  taxpayer  or  the  place  where  a  taxpayer  performs  personal  services  for 
compensation.  Thus,  in  the  context  of  a  challenge  to  a  State  income  tax 
applicable  to  nonresidents,  the  Supreme  Court  has  held  that: 

...  we  deem  it  clear,  upon  principle  as  well  as  authority,  that  just 
as  a  State  may  impose  general  income  taxes  upon  its  own  citizens  and 
residents  whose  persons  are  subject  to  its  control,  it  may,  as  a 
necessary  consequence,  levy  a  duty  of  like  character,  and  not  more 
onerous  in  its  effect,  upon  incomes  accruing  to  non-residents  from 
their  property  or  business  within  the  State,  or  their  occupations 
carried  on  therein;  enforcing  payment,  so  far  as  it  can,  by  the  exercise 
of  a  just  control  over  persons  and  property  within  its  borders.' 

In  another  case  decided  the  same  day,  the  Court  went  on  to  be  even  more 
explicit,  asserting  that: 

Whether  or  not  sovereign  power  to  enforce  a  tax  exists,  depends 
solely  on  the  ability  of  the  State  to  collect  it  without  extending  its 
jurisdiction  beyond  its  territorial  boundaries. 


[The  sovereign]  can  enforce  taxes  on  privileges  and  on  rights,  through 
preventing  their  exercise  within  its  boundaries  by  those  who  do  not 
pay.  It  can  extend  personal  taxes  to  those  over  whom  it  has  personal 
jurisdiction,  compelling  them  to  submit  or  move  out.  This  inherent 
power  in  the  sovereign  extends  equally  to  residents  and  to  non- 


See  Shaffer  v.  Carter,  252  U.S.  37  (1920). 
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residents,  to  citizens  and  to  aliens.  Duer  v.  Small,  4  Blatchf.  263.  It 
exists  in  each  of  the  States  except  as  restricted  by  the  Federal 
Constitution.  State  Taxation  on  Foreign-Held  Bonds.  15  Wall.  300. 
319. 

With  the  exception  of  matters  prohibited  by  the  Constitution  .... 
there  is  no  doubt  of  the  rig!it  of  the  State  to  tax  anything  which  is 
within  its  territorial  jurisdiction.^ 

While  the  Constitution  thus  clearly  does  generally  allow  States  to  tax  the 
income  of  nonresidents,  it  nevertheless  imposes  some  constraints  on  the  exercise 
of  that  authority. 

What  may,  for  present  purposes,  be  the  most  important  of  such  constraints 
is  a  rule  to  the  effect  that  the  Constitution  will  not  tolerate  a  State's  imposition 
of  an  income  tax  which  discriminates  against  nonresidents.  This  constraint  is 
derived  from  the  Privileges  and  Immunities  Clause,  set  out  at  Article  IV.  Section 
2,  clause  1,  of  the  Constitution.  The  clause  declares  that  "[t]he  Citizens  of  each 
State  shall  be  entitled  to  all  Privileges  and  Immunities  of  Citizens  in  the  several 
States."  The  history  of  the  Privileges  and  Immunities  Clause  is  traced  m  Austin 
V.  New  Hampshire,  420  U.S.  656,  660-665  (1975).  In  the  course  of  telling  that 
history,  the  Austin  opinion  points  out  that: 

..  in  the  first,  and  long  the  leading,  explication  of  the  Clause,  Mr. 
Justice  Washington,  sitting  as  Circuit  Justice,  deemed  the  fundamental 
privileges  and  immunities  protected  by  the  Clause  to  be  essentially 
coextensive  with  those  calculated  to  achieve  the  purpose  of  forming  a 
more  perfect  Union,  including  "an  exemption  from  higher  taxes  or 
impositions  than  are  paid  by  the  other  citizens  of  the  state."  Corfield 
V.  Coryell,  6  F.  Cas.  546,  552  (No.  3,230)  (CCED  Pa.,  1825).'' 

The  Austin  case  itself  involved  a  challenge  to  New  Hampshire's  imposition 
of  an  income  tax  which  was  nominally  applicable  to  both  residents  and 
nonresidents  but  which,  as  a  result  of  statutory  exemptions,  effectively  applied 
only  to  nonresidents.  Having  noted  that  the  applicable  constitutional  standard, 
drawn  from  Shaffer  v.  Carter,  op.  cit.,  was  that  the  tax  imposed  should  be  "not 
more  onerous  in  effect"  on  nonresidents,  New  Hampshire  argued  that  its  tax 
complied  with  the  standard.  The  State  reasoned  that  the  aggregate  tax  liability 
of  the  particular  nonresidents  who  were  challenging  the  tax  would  be  left 
unchanged  once  they  claimed  a  credit  allowed  by  the  State  of  Maine,  where  the 
challengers  resided,  for  taxes  they  paid  to  New  Hampshire.  This  argument 
clearly  appealed  to  Justice  Blackmun,  who  dissented  from  the  majority's  decision 
and,  in  a  separate  opinion,  asserted,  as  follows: 


2         See  Travis  v.  Yale  &  Towne  Mfg.  Co.,  252  U.S.  60,  62. 
^         Ibid.,  at  page  661. 
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One  wonders  whether  this  is  just  a  lawyers*  lawsuit.  Certainly, 
the  appellants,  upon  prevailing  today,  have  no  direct  or  apparent 
financial  gain.  Relief  for  them  from  the  New  Hampshire  income  tax 
results  only  in  a  corresponding,  pro  tanto,  increase  in  their  Maine 
income  tax.  Dollarwise,  they  emerge  at  exactly  the  same  point.  The 
single  difference  is  that  their  State,  Maine,  enjoys  the  tax  on  their 
New  HampsLlre-earned  income,  rather  than  New  Hampshire.  Where, 
then,  is  the  injury?  If  there  is  an  element  of  injury,  it  is  Maine- 
imposed.^ 

The  argument  was  deemed  persuasive  by  a  majority  of  the  Court,  however. 

A  significant  point  apparently  eluded  the  Austin  majority  with  respect  to 
the  application  of  the  Shaffer  test  (i.e.,  with  respect  to  assessing  whether  or  not 
the  New  Hampshire  tax  imposed  a  burden  "more  onerous  in  effect"  on 
nonresidents).  Clearly,  this  test  is  applied  by  drawing  a  comparison,  not 
between  a  particular  nonresident's  combined  tax  burden  in  both  States  before 
and  after  New  Hampshire  imposed  its  tax,  but  rather  between  the  nonresident's 
New  Hampshire  tax  burden  and  the  New  Hampshire  tax  burden  of  a  similarly 
situated  resident  of  New  Hampshire.  Conceivably,  "injury"  in  the  form  of  higher 
combined  tax  liability  in  both  States  might  have  been  deemed  relevant  in 
assessing  the  challengers'  standing  to  sue  for  relief  However,  it  was  clearly 
irrelevant  to  the  proper  application  of  the  Shaffer  test. 

This  point  can  be  readily  demonstrated  with  an  example.  Suppose,  in  the 
case  before  the  Court,  the  rate  of  tax  used  in  computing  Maine's  tax  on  income 
had  been  lower  than  that  used  by  New  Hampshire  in  computing  its  tax  on 
income.  That  is,  suppose  Maine's  tax  equalled  3  percent  of  an  individual's 
income  while  New  Hampshire's  equalled  5  percent  thereof.  Suppose  further 
that  some  particular  individual  resided  in  Maine  but  earned  all  of  his  or  her 
$20,000  income  as  compensation  for  the  performance  of  services  rendered 
exclusively  in  New  Hampshire.  Both  States  would  clearly  have  jurisdiction  to 
tax  the  income:  Maine  because  the  individual  resided  vtrithin  its  territorial 
boundaries  and  New  Hampshire  because  the  personal  services  on  account  of 
which  the  compensation  was  earned  occurred  within  its  territorial  boundaries. 
For  the  moment  disregarding  Maine's  allowance  of  a  tax  credit  for  taxes  paid  to 
other  States,  the  individual's  tax  liability  to  Maine  would  be  $600  (i.e.,  3%  of 
$20,000)  and  that  individual's  tax  liability  to  New  Hampshire  would  be  $1,000 
(i.e.,  5%  of  $20,000).  In  this  example,  New  Hampshire's  tax  is  obviously  larger 
than  Maine's.  Applying  Maine's  credit  for  taxes  paid  to  other  States'  in  such 
a  context  would  mean  not  only  that  a  sum  of  revenue  which  would  otherwise 


*         Ibid.,  at  page  669. 

'  This  example  presumes  that  Maine's  credit  is  not  a  so-called 
"refundable"  one.  In  other  words,  the  credit  would  never  reduce  an  individual's 
Maine  income  tax  lability  below  zero  and  thus  would  never  obligate  the  Maine 
to  deplete  its  revenues  in  order  to  refund  "excess"  sums  paid  by  its  residents  as 
taxes  to  other  States. 
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have  been  collected  by  Maine  (i.e.,  the  $600  of  income  tax  Maine  would 
otherwise  have  collected  from  the  individual)  would  instead  be  collected  by  New 
Hampshire  but  also  that  an  additional  amount  (i.e..  the  amount  by  which  New 
Hampshire's  tax  exceeded  Maine's,  or  $400)  would  be  collected  by  New 
Hampshire  from  the  individual.  In  this  example,  then,  despite  Maine's 
allowance  of  a  credit  for  taxes  paid  to  other  States,  the  individual's  aggregate 
state  income  tax  burden  would  have  been  increased  by  New  Hampshire's 
discriminatory  tax  on  nonresidents'  incomes.  Hence,  the  example  demonstrates 
that  the  absence  of  an  increase  in  the  challengers'  aggregate  or  combined  state 
income  tax  liability  in  the  actual  circumstances  of  the  Austin  case  was  not 
occasioned  by  Maine's  allowance  of  a  credit  for  taxes  paid  to  other  States  but 
rather  resulted  solely  from  New  Hampshire's  having  chosen  (fortuitously  or 
deliberately)  to  tax  income  of  nonresidents  at  a  rate  of  tax  no  higher  than  the 
rate  of  tax  imposed  by  Maine  on  the  incomes  of  its  residents. 

The  majority  in  Austin  did  obliquely  acknowledge  the  demonstrated  illogic 
of  New  Hampshire's  argument  when,  near  the  end  of  its  opinion,  it  noted  in 
passing  that: 

Nor,  we  may  add,  can  the  constitutionality  of  one  State's  statutes 
affecting  nonresidents  depend  upon  the  present  configuration  of  the 
statutes  of  another  State.^ 

It  must  be  conceded,  however,  that  the  emphasis  of  the  Austin  majority  was  on 
serving  the  underlying  purpose  of  Article  IV  of  the  Constitution:  to  foster 
national  cohesiveness.   Thus,  it  reasoned  as  follows: 

[The  argument  made  on  behalf  of  New  Hampshire]  cannot  be  squared 
with  the  underlying  policy  of  comity  to  which  the  Privileges  and 
Immunities  Clause  commits  us. 

According  to  the  State's  theory  of  the  case,  the  only  practical 
effect  of  the  tax  is  to  divert  to  New  Hampshire  tax  revenues  which 
would  otherwise  be  paid  to  Maine,  an  effect  entirely  within  Maine's 
power  to  terminate  by  repeal  of  its  credit  provision  for  income  taxes 
paid  to  another  State. 


...  we  do  not  think  the  possibility  that  Maine  could  [repeal  its  relevant 
tax  credit]  ...  cures  the  constitutional  defect  of  the  discrimination  in 
[the  New  Hampshire]  tax.  In  fact,  it  compounds  it.  For  New 
Hampshire  in  effect  invites  appellants  to  induce  their  representatives, 
if  they  can,  to  retaliate  against  it. 


Ibid.,  at  page  668. 
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A  similar,  though  much  less  disruptive,  invitation  was  extended 
by  New  York  in  support  of  the  discriminatory  personal  exemption  at 
issue  in  Travis? 

The  Austin  majority  then  approvingly  quoted  from  Travis,  as  follows: 

...  New  York  has  no  authority  to  legislate  for  the  adjoining  States;  and 
we  must  pass  upon  its  statute  with  respect  to  its  effect  and  operation 
in  the  existing  situation  ...  .  A  State  may  not  barter  away  the  right, 
conferred  upon  its  citizens  by  the  Constitution  of  the  United  States, 
to  eqjoy  the  privileges  and  immunities  of  citizens  when  they  go  into 
other  States.  Nor  can  discrimination  be  corrected  by  retaliation;  to 
prevent  this  was  one  of  the  chief  ends  sought  to  be  accomplished  by 
the  adoption  of  the  Constitution.* 

While  the  reference  to  Justice  Washington's  original  explication  of  the 
Privileges  and  Immunities  Clause  cited  earlier  in  this  discussion  explicitly 
declared  that  the  clause  was  intended  to  create  "an  exemption  from  higher  taxes" 
for  nonresidents,  the  mere  fact  that  a  particular  nonresident's  liability  under  a 
State  tax  is  higher  than  some  particular  resident's  liability  under  that  same  tax 
does  not  necessarily  mean  that  the  tax  discriminates  against  nonresidents  so  as 
to  render  it  constitutionally  incompatible  with  the  requirements  of  the 
Privileges  and  Immunities  Clause. 

A  succinctly  stated  test  for  determining  the  validity  of  a  tax  imposing 
greater  liability  on  nonresidents  than  on  residents  is  set  out  in  an  opinion  of  the 
Supreme  Court  of  New  Jersey  styled  Salorio  v.  Glaser,  93  NJ  447  (1983).  The 
procedure  was  described  as  follows: 

In  analyzing  a  statute  under  the  Privileges  and  Immunities 
Clause,  it  is  necessary  to  determine  if  the  statute  discriminates  against 
nonresidents,  to  identify  the  nature  and  extent  of  that  discrimination, 
and  to  decide  whether  that  discrimination  is  reasonably  related  to 
legitimate  purposes  that  are  bases  for  the  discrimination.  If  there  is 
no  substantial  reason  for  the  discrimination,  the  clause  is  violated  and 
the  inquiry  is  at  an  end.  Austin  v.  New  Hampshire,  420  U.S.  656,  95 
S.Ct.  1191,  43  L.Ed.2d  530  (1975).  If  there  are  one  or  more  substantial 
reasons  for  the  discrimination,  then  the  discrimination  must  bear  a 
close  relationship  to  them.  Put  another  way,  the  nonresident  must 
"constitute  a  peculiar  source  of  the  evil  at  which  the  statute  is  aimed." 
Hicklin  V.  Orbeck,  437  U.S.  618,  525-26,  98  S.Ct.  2482,  2488,  57 
L.Ed.2d  397,  404  (1978)(quoting  Toomer  v.  Witsell,  334  U.S.  at  398,  68 
S.Ct.  at  1163,  92  L.Ed,  at  1472),  and  there  must  be  a  "substantial 
relationship"  between  the  evil  and  discrimination  practiced  upon  them, 
id.  at  527,  98  S.Ct.  at  2488,  57  L.Ed.2d  at  405;  see  also  Mullaney  v. 


'         That  is,  Travis  v.  Yale  &  Towne  Mfg.  Co.,  op.cit. 

*         See  420  U.S.,  at  page  667,  citing  252  U.S.,  at  page  82. 
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Anderson,  342  U.S.  415,418,  72  S.Ct.  428,  430,  96  L.Ed.  458,  462 
(1952). 

This  test  was  used  by  the  New  Jersey  Supreme  Court  in  the  case  before  it  to 
strike  down  New  Jersey's  Emergency  Transportation  Tax  (ETT)  under  which 
New  York  residents  commuting  to  work  in  New  Jersey  were  subjected  to  a  tax 
which  did  not  apply  to  New  Jersey  residents  who  either  worked  in  New  Jersey 
or  who  commuted  to  New  York  to  work.  It  grounded  its  decision  on  a  finding 
that  "the  relationship  between  net  ETT  receipts  and  transportation  costs 
allocable  to  New  York-based  commuters  over  the  entire  life  of  the  tax  and 
during  recent  years  is  too  disparate  to  withstand  constitutional  challenge." 


CONGRESSIONAL  AUTHORITY  TO  INTERVENE 

Congress  undoubtedly  possesses  some  underlying  constitutional  authority 
to  enact  legislation  limiting  the  States'  ability  to  tax  the  income  of  nonresidents. 
Indeed,  legislation  which  has  exerted  such  a  limiting  influence  has  already 
withstood  judicial  scrutiny.  In  relevant  part,  the  Soldiers'  and  Sailors'  Civil 
Relief  Act  of  1940*  declares  that  an  individual  serving  in  the  military  neither 
loses  his  or  her  residence  or  domicile  in  any  State  solely  by  reason  of  absence 
occasioned  by  compliance  with  military  orders  nor  is  to  be  deemed  to  have 
acquired  a  new  residence  or  domicile  in  any  State  merely  by  reason  of  presence 
within  that  State  occasioned  by  compliance  with  military  orders.  With  explicit 
reference  to  the  matter  of  nonresident  taxation,  the  Act  specifies  that: 

For  the  purposes  of  taxation  in  respect  of  personal  property, 
income,  or  gross  income  of  any  such  person  by  any  State.  Territory, 
possession,  or  political  subdivision  of  any  of  the  foregoing,  or  the 
District  of  Columbia,  of  which  such  person  is  not  a  resident  or  in 
which  he  is  not  domiciled,  compensation  for  military  or  naval  service 
shall  not  be  deemed  income  for  services  performed  within,  or  from 
sources  within,  such  State,  Territory,  possession,  or  political 
subdivision,  or  District,  and  personal  property  shall  not  be  deemed  to 
be  located  or  present  in  or  to  have  situs  for  taxation  in  such  State, 
Territory,  possession,  or  political  subdivision,  or  District. 

Hence,  in  effect,  this  Act  deprives  the  States  of  jurisdiction  to  tax  covered 
individuals  based  on  either  their  presence  within  the  territorial  boundaries 
thereof  or  on  the  occurrence  of  certain  types  of  income-producing  activities 
involving  such  individuals  such  individuals  within  the  territorial  boundaries 
thereof.  This  Act  withstood  judicial  scrutiny  in  Dameron  v.  Brodhead,  345  U.S. 
322  (1953). 

In  that  case.  Justice  Reed,  delivering  the  opinion  of  the  Court,  stated,  in 
relevant  part,  that: 


Codified  at  50  USC  §574. 
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The  constitutionality  of  federal  legislation  exempting  servicemen 
from  the  substantial  burdens  of  seriate  taxation  by  the  states  in  which 
they  may  be  required  to  be  present  by  virtue  of  their  service  cannot  be 
doubted.  Generally  similar  relief  has  often  been  accorded  other  types 
of  federal  operations  or  functions.  And  we  have  upheld  the  validity  of 
such  enactments,  even  when  they  reach  beyond  the  activities  of  federal 
agencie^  and  corporations  to  private  parties  who  have  seen  fit  to 
contract  to  carry  on  functions  of  the  Federal  Government.  Carson  v. 
Roane-Anderson  Co.,  342  U.S.  232,  and  cases  cited;  cf  James  v.  Dravo 
Contracting  Co.,  302  U.S.  134,  160-161. 

Nor  do  we  see  any  distinction  between  those  cases  and  this. 
Surely,  respondent  may  not  rely  on  the  fact  that  petitioner  here  is  not 
a  business  contractor.  He  is  not  the  less  engaged  in  a  function  of  the 
Federal  Government  merely  because  his  relationship  is  not  entirely 
economic.  We  have,  in  fact,  generally  recognized  the  especial  burdens 
of  required  service  with  the  armed  forces  in  discussing  the 
compensating  benefits  Congress  provides.  Le  Maistre  v.  Leffers,  333 
U.S.  1;  Boone  v.  Lightner,  319  U.S.  561.  Cf  Board  of  Commissioners 
V.  Seber,  318  U.S.  705.  Petitioner's  duties  are  directly  related  to  an 
activity  which  the  Constitution  delegated  to  the  National  Government, 
that  "to  declare  War,"  U.S.  Const.,  Art.  I,  §8,  cl.  11,  and  "to  raise  and 
support  Armies."  Ibid.,  cl.  12.  Since  this  is  so,  congressional  exercise 
of  a  "necessary  and  proper"  supplementary  power  such  as  this  statute 
must  be  upheld.  Pittman  v.  Heme  Owners'  Corp.,  308  U.S.  21,  32-33; 
Federal  Land  Bank  v.  Bismarck  Co.,  314  U.S.  95,  102-104.  Carson  v. 
Roane-Anderson  Co.,  supra,  at  234.  What  has  been  said  in  no  way 
affects  the  reserved  powers  of  the  states  to  tax.  For  this  statute 
merely  states  that  the  taxable  domicile  of  servicemen  shall  not  be 
changed  by  military  assignments.  This  we  think  is  within  the  federal 
power.'" 

Justice  Douglas  and  Justice  Black  dissented. 

Similarly,  federal  legislation  has  deprived  the  States  of  jurisdiction  to  tax 
compensation  earned  for  services  as  a  Member  of  Congress."  The  statutoiy 
language  specifies,  in  relevant  part,  that: 

No  State,  or  political  subdivision  thereof,  in  which  a  Member  of 
Congress  maintains  a  place  of  abode  for  purposes  of  attending  sessions 
of  Congress  may,  for  purposes  of  any  income  tax  ...  levied  by  such 
State  or  political  subdivision  thereof  ~ 

(1)  treat  such  Member  as  a  resident  or  domiciliary  of 
such  State  or  political  subdivision  thereof;  or 


to 


Ibid.,  at  pages  324-325. 
'        See  4  use  §113. 
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(2)  treat  any  compensation  paid  by  the  United  States  to 
such  Member  as  income  for  services  performed  within,  or 
from  sources  within,  such  State  or  political  subdivision 
thereof, 

unless  such  Member  represents  such  State,  or  a  district  in  such 
Stete.'^ 

This  statute,  too,  has  survived  judicial  scrutiny.'^  In  its  per  curiam  opinion, 
the  three-judge  court  simply  affirmed  the  rationale  of  the  district  court,  stating, 
as  follows: 

On  the  merits,  the  State  contends  that  Congress  exceeded  its  power 
under  the  Constitution  in  enacting  Public  Law  95-67.  Having 
considered  the  record  of  the  proceedings  below,  the  briefs,  and  the 
arguments  of  counsel  before  this  court,  we  affirm  for  reasons 
sufficiently  stated  by  the  district  court.  United  States  v.  Maryland. 
488  F.Supp.  347  (D.  Md.,  1980J. 

The  essence  of  the  relevant  portion  of  the  district  court's  rationale  was 
expressed,  as  follows: 

[Congress'  policy]  determination  must  be  respected  and  the 
constitutionality  of  the  statute  must  be  upheld,  if  it  is  shown  that  the 
federal  legislation  was  enacted  in  furtherance  of  any  of  the  powers 
entrusted  to  the  federal  government,  either  expressly  or  impliedly,  by 
the  Constitution. 


It  goes  almost  without  saying  that  the  duties  of  each  Member  of 
Congress  are  directly  related  to  all  of  the  activities  which  the 
Constitution  has  delegated  to  the  legislative  branch  of  the  federal 
government.  Accordingly  if  Congress  determines  that  taxes  such  as 
the  Maryland  taxes  in  question  impose  an  undue  burden  on  the  federal 
government  and  thus  impede  Congress'  ability  effectively  to  execute 
any  or  all  of  its  constitutional  powers.  Congress  possesses  the  power 
under  the  Constitution  to  enact  whatever  reasonably  related 
legislation  it  deems  "necessary  and  proper"  in  order  to  alleviate  that 
substantial  burden  and  to  enable  it  thereby  to  carry  into  execution  its 
constitutional  powers.'^ 


'^        It  should  be  noted  that,  unlike  the  Soldiers'  and  Sailors'  Civil  Relief 
Act,  this  provision  only  relates  to  income  taxes. 

'^        See  United  States  v.  Maryland,  636  F.2d  73  (4th  Cir.,  1980). 

'■'        Op.  cit.,  at  pages  356-7. 
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While  the  validity  of  existing  congressionally  enacted  restrictions  on  State 
authority  to  tax  nonresidents'  income  thus  seems  settled,  the  outermost  reach 
of  relevant  congressional  power  remains  uncertain.  Thus,  for  example,  there 
may  be  at  least  slight  uncertainty  whether  a  federal  ban  on  any  state  taxation 
of  the  income  of  nonresidents  could  withstand  judicial  review.  The  relevant 
constitutionally  derived  powers  would  presumably  be  either  Congress'  power  to 
legislate  vith  respect  to  interstate  commerce  or,  perhaps,  the  substantive 
legislative  powers  conferred  under  the  Due  Process  clause  of  the  Fourteenth 
Amendment. 


CONCLUSIONS 

Some  States  have  explicit  rules  under  which  nonresidents'  retirement 
income  is  considered  taxable.  Rules  of  this  type  have  been  upheld  against 
constitutional  challenge,  provided  they  do  not  discriminate  against  nonresidents 
so  as  to  intrude  upon  rights  guaranteed  under  the  Privileges  and  Immunities 
Clause.  If  Congress  should  decide  that,  as  a  matter  of  sound  public  policy, 
allowing  the  States  to  tax  nonresidents'  retirement  income  is  undesirable,  it 
likely  has  constitutional  authority  to  enact  preemptive  legislation  forbidding 
such  taxation. 


'<J^ 


Robert  B.  Burdette 
Legislative  Attorney 
July  16,  1993 
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Mr.   Duncan's  answers  for  the  record 

Subeommittee    hearing    on   July    22,    1993 

State  Taxation  of  Nonresidents'  Pension  Income. 

1 .  Under  two  of  the  source  tax  bills  referred  to  the  subcommittee  --  H.R.  546  and  H.R.  702 
--  tine  taxability  of  "qualified  pension  income'  would  turn  on  the  form  and  timing  of  such 
payments:  income  received  in  a  lump  sum  payment  or  a  series  of  payments  over  a  period 
of  less  than  10  years  would  be  taxable  (except  for  a  one-time  $25,000  exemption),  while 
that  received  over  a  longer  period  would  not  be  taxable. 

a  What  is  your  view  as  to  the  appropriateness  of  treating  these  two  types  of  pension 
payments  differently  for  State  taxation  purposes? 

It  is  appropriate  to  treat  them  differently.  Limiting  exemptions  to  annuity-type 
payments  would  offer  relief  to  the  group  of  retirees  generally  targeted  by  this 
legislation  and  it  limits  the  impact  on  state  tax  systems.  Establishing  a  low 
threshold  on  the  exempt  amount  of  lump  sum  payments  is  necessary  to  assure 
compliance  and  prevent  abuse  of  state  tax  systems.  In  the  absence  of  such  limits, 
highly  compensated  individuals  could  defer  substantial  amounts  of  compensation, 
move  to  a  non-tax  state  and  avoid  state  income  tax. 

b.  One  alternative  to  the  approach  described  at>ove  would  be  to  treat  all  'qualified  pension 
income'  the  same  by  providing  an  across-the-board  annual  exemption.    For  example,  the 
first  $20,000  in  "qualified  pension  income"  received  in  any  given  year  -  regardless  of 
form  or  timing  -  might  be  exempted  from  taxation  by  a  State  of  former  residence.    What 
is  your  view  of  such  an  approach? 

Simply  exempting  the  first  $20,000  would  probably  address  most  burdens  faced  by 
retirees;  for  many  people,  there  would  be  little  difference  in  a  system  that  exempts 
annuity-type  payments  or  a  system  that  exempts  qualified  income  of  $20,000  or 
less.  However,  a  flat  $20,000  annual  exemption  allows  greater  tax  avoidance 
opportunities  for  certain  higher-compensated  individuals  than  would  a  one-time 
lump  sum  exemption  of  $25,000.  More  importantly,  however,  the  $20,000 
exemption  alternative  would  not  relieve  the  filing  burden  on  many  individuals.  For 
instance,  those  individual  who  receive  $22,000  in  qualifying  pension  income  would 
still  be  required  to  file  state  tax  returns  --  and  the  states  would  have  to  process 
those  returns  -  but  state  tax  would  be  due  on  only  $2,000  of  the  payment.  The 
compliance  burden  imposed  in  the  example  is  excessive  given  the  de  minimis 
amount  of  tax  due. 

2.  As  noted  above,  H.R.  546  and  H.R.  702  would  provide  a  one-time  $25,000  exemption 
from  taxation  for  pension  payments  received  in  a  lump  sum  or  in  a  series  of  payments 
over  a  period  of  less  than  10  years.   How  should  this  exemption  be  allocated  when  the 
pension  was  earned  in  more  than  one  Slate  or  paid  to  more  than  one  individual? 

This  would  be  addressed  by  an  allocation  formula  developed  by  the  states.  The 
simplest  formula  would  be  on  based  on  years  of  work  in  a  state  compared  to  years 
worked  everywhere;  the  current  rules  for  dividing  income  among  individuals  would 
likely  apply  where  that  situation  arises. 
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H.R.  546  and  H.R.  702  define  'qualified  pension  income'  for  source  tax  purposes  by 
reference  to  specific  sections  of  ttie  internal  revenue  code.   Do  you  tiave  any  comments  or 
suggestions  as  to  the  appropriateness  of  the  provisions  cited,  e.g.,  are  there  other  types  of 
pension  payments  that  should  be  included?   Are  there  any  listed  in  these  bills  that  should 
not  receive  preferential  source  tax  treatment? 

We  would  not  add  c  delete  any  of  the  code  references. 

It  is  our  understanding  that  if  an  American  retires  to  a  foreign  country,  he  or  she  remains 
subject  to  U.S.  Federal  income  tax  on  any  pension  payments  received  thereafter.   Is  there 
any  basis  for  restricting  State  authority  to  tax  nonresident  pension  income  while  allowing 
Federal  taxation  of  pension  income  received  by  Americans  living  abroad? 

We  really  do  not  think  there  is  any  basis  for  doing  so.  The  federal  use  of  the 
source-tax  principle  demonstrates  the  necessity  for  establishing  such  an  approach 
to  preserve  revenue  sources. 

You  testified  that  State-imposed  nonresident  income  taxes  on  pension  income  avoid 
inequality  between  in-State  and  out-of-State  retirees.    To  what  extent  are  efforts  to 
assure  tax  fairness  undermined  by  the  fact  that  'source  tax'  States  are  apparently  much 
more  aggressive  in  pursuing  former  State  employees  than  private  sector  nonresident 
retirees? 

We  acknowledge  that  most  current  efforts  to  collect  taxes  due  on  nonresident 
pensions  are  focused  on  the  public  sector  pensions,  simply  because  the  best  existing 
enforcement  mechanisms  lead  In  that  direction.  The  resulting  lack  of  even- 
handedness  is  one  of  the  reasons  that  most  states  have  chosen  to  not  pursue 
enforcement.  Where  states  have  attempted  to  use  third  party  reporting  and 
withholding  to  reach  non-public  pensions,  they  have  encountered  difficulties 
regarding  the  availability  of  data  and  the  impact  on  employers. 

The  July  14,  1993,  memorandum,  entitled  'Congressional  Power  to  Proscribe  Certain 
Taxes,*  prepared  by  the  American  Law  Division  of  the  Congressional  Research  Service, 
concludes  that  Congress  has  the  authority  under  the  Commerce  clause  to  prohibit  State 
Taxation  of  nonresident  pension  income.  Do  you  have  any  comments  on  either  this 
conclusion  or  the  analysis  employed  In  reaching  it? 

We  have  earlier  testified  before  the  Congress  that  the  authority  of  Congress  to 
preempt  state  law  in  this  area  is  not  clear,  in  part  because  the  Congressional 
Research  Service  analyses  have  themselves  not  reflected  a  consistent  position  In 
recent  years.  At  this  time  we  have  no  specific  comments  on  the  constitutional 
analysis  or  conclusion  outlined  in  the  1993  CRS  memorandum,  nor  have  we 
received  any  comments  from  the  States. 

However,  we  would  like  to  direct  the  Committee's  attention  to  other  instances  In 
which  it  felt  there  was  a  clear  federal  interest  in  limiting  the  state  taxation  of 
nonresident  income.  The  Soldiers'  and  Sailors'  Relief  Act  of  1940  provides  that  a 
member  of  the  U.S.  military  is  not  to  be  considered  a  resident  of  a  state  for  income 
and  certain  other  tax  purposes  simply  because  he  or  she  is  stationed  in  the  state. 
Similarly,  4  U.S.C.  113  provides  that  states  in  which  a  Member  of  Congress 
maintains  an  abode  for  purposes  of  attending  sessions  of  Congress  may  not  treat  such 
Member  as  a  resident  or  domiciliary  or  treat  the  Member's  congressional  pay  as 
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income  for  services  performed  in  tfie  state.  Finally,  tfie  Amtral<  Reauthorization 
and  Improvement  Act  of  1990  (P.L.  101-322)  prohibits  any  state,  other  than  the 
state  of  residence,  from  taxing  the  compensation  of  interstate  railroad  and  motor 
carrier  employees  derived  from  services  performed  in  more  than  one  state. ^ 

These  examples  show  that  Congress  historically  has  legislated  sparingly  in  this 
area,  acting  but  three  times,  and  then  only  when  it  had  a  clear  federal  interest.  We 
believe  that,  more  impor.ant  than  the  question  of  whether  Congress  may  legislate 
here,  is  the  question  of  whether  Congress  alifluld  legislate  here.  Over  the  years. 
Congress  has  restrained  itself  from  extending  preemption  this  far. 

Under  50  App.  U.S.C.A.  §  574,  a  State  is  prohibited  from  taxing  the  service  pay  of  a 
soldier  or  sailor  who  is  stationed  within  the  State  but  whose  residence  or  domicile  is  in 
another  State.    Despite  this  provision,  statements  submitted  to  the  subcommittee  by 
organizations  representing  retired  military  personnel  appear  to  indicate  that  some  States 
have  taxed  the  military  pensions  of  nonresident  retired  military  personnel  on  the  basis  of 
those  individuals  having  been  stationed  within  the  source  tax  State  sometime  during  their 
careers.   In  light  of  50  app.  U.S.C.A.  §  574,  what  authority  would  a  State  have  to  impose 
such  taxes? 

We  are  aware  of  no  state  that  has  attempted  to  exert  any  authority  to  tax  military 
pension  income  under  or  in  spite  of  the  Act  to  which  you  refer.  We  are  not  able  to 
comment  on  the  examples  referenced  because  of  the  lack  of  complete  information.  It 
is  possible  that  a  careful  examination  of  the  situations  where  such  taxation  is 
allegedly  occurring  will  show  that  the  military  pension  income  is  not  being  taxed, 
but  instead  It  is  being  included  in  the  calculation  of  tax  rate  that  is  applied  to  other, 
non-military  income  earned  after  retirement  (i.e.,  the  state  uses  the  "California 
method"  to  determine  the  applicable  tax  rate). 

Do  any  "source  tax"  States  limit  their  assessments  of  interest  and  penalties  for  failure  by 
nonresidents  to  pay  pension  taxes  when  the  taxpayer  had  not  previously  been  notified  of 
his  or  her  obligation?    Please  describe.    Similarly,  do  any  source  tax  States  allow  past- 
due  pension  tax  obligations  to  be  paid  over  time?   Please  provide  any  written  guidelines 
you  are  aware  of  in  this  area. 

We  have  no  specific  information  on  State  policies  as  stated  in  the  question.  We  do 
know  that  states  generally  have  the  authority  to  abate  penalties  for  any  number  of 
reasons;  interest  is  abated  under  only  very  limited  circumstances.  States  generally 
also  offer  installment  agreements  for  the  payment  of  delinquent  taxes  of  all  sorts. 
These  installment  agreements  are  based  on  an  individual's  financial  condition  and 


^  The  first  two  of  these  measures  have  withstood  judicial  scrutiny.    In  both  cases,  however,  the 
judicial  analysis  was  derived  in  large  part  from  prohibitions  on  state  taxation  of  the  federal 
government  and  its  activities  and  instrumentalities,  and  in  the  taxation  of  contractors  doing 
business  with  the  federal  government.   While  the  provision  enacted  in  1990  has  not  been 
challenged,  one  could  presume  that  the  authority  to  limit  state  taxation  of  railroad  and  motor 
carrier  employees  would  derive  from  its  plenary  authority  to  regulate  interstate  commerce. 
Other  measures  limiting  state  taxation  authority  are  also  generally  limited  to  clear  instances 
involving  interstate  commerce.  (See  P.L  95-473  and  15  U.S.C.  381,  dealing  with  the  taxation 
of  interstate  railroads  and  the  taxation  of  interstate  airlines,  respectively).    The  fact  that  there 
is  no  special  employment  or  operating  relationship  between  nonresident  pensioners  generally 
and  the  federal  government,  and  the  fact  that  we  see  no  interstate  commerce  concerns,  lead  us  to 
believe  that  the  constitutionality  of  Congressional  preemption  is  unclear. 
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ability  to  pay,  and  are  not  tied  to  any  specific  tax.  Attached  is  a  copy  of  the  form  an 
individual  would  use  to  request  payment  over  time  of  taxes  due  to  California. 

9.  How  many  States  have  adopted  the  so-called  Califomia  method  of  including  nonpension 
income  in  calculating  the  tax  rate  applicable  to  pension  income?  What  other  tax  methods 
are  currently  being  used,  and  what  are  the  results? 

FTA  records  show  the  so-called  'California  method*  is  used  by  at  least  19  states  to 
calculate  the  income  tax  to  be  paid  by  nonresidents:  Arkansas,  Califomia,  Colorado, 
Connecticut,  Delaware,  Iowa,  Kansas,  Maine,  Missouri,  Nebraska,  New  Jersey,  New 
Mexico,  New  York,  Ohio,  Oregon,  Rhode  Island,  Utah,  and  Vermont.  Under  this 
method,  a  nonresident  first  computes  the  total  tax  that  would  be  due  on  the  income 
from  all  sources,  just  as  though  he  were  a  resident.  This  tax  amount  is  then 
prorated  by  the  proportion  of  income  earned  from  the  nonresident-state  sources. 
What  this  method  accomplishes,  in  states  with  progressive  rates,  is  to  tax  higher- 
income  nonresident  workers  at  the  same  higher  rate  that  applies  to  in-state 
higher-income  workers.  This  in  effect  causes  a  higher  tax  rate  to  be  applied  to  in- 
state income,  and  prevents  lower  rates  intended  for  lower-income  taxpayers  from 
inadvertently  providing  a  tax  break  to  wealthier  indivkluals.  The  other  method  of 
calculating  the  tax  rate  would  be  to  source  the  income  (divide  it  between  the  state  of 
residence  and  the  source  state)  before  applying  the  applicable  tax  rate.  The 
difference  resulting  from  these  two  methods  depends  on  the  degree  of  graduation  of 
the  state  tax  rates.  The  'California  method'  was  deemed  constitutional  in  U.S.A.  v. 
Kansas  810  F.2d  935  (10th  Cir.  1987). 

1 0 .  How  have  efforts  to  collect  taxes  on  nonresidents'  pensions  been  affected  by  State 
legislation  exempting  retirees'  property  from  liens  by  other  States  attempting  to  collect 
such  taxes? 

We  are  not  aware  of  any  state  experiences  in  this  area. 

1 1 .  Please  provide  a  list  of  States  that  provide  their  residents  either  a  full  or  partial  State 
income  tax  credit  for  taxes  paid  to  other  State  on  pension  payments.  (Please  note  any  such 
States  that  provide  only  a  partial  credit.)   To  the  extent  feasible,  please  provide  the 
relevant  citations  to  State  statutes  for  such  credits. 

According  to  a  survey  taken  in  May  1991,  updated  as  we  learn  of  changes,  all 
income  tax  states  that  tax  pensions  provide  a  credit  for  taxes  paid  on  pension  income 
to  other  states,  with  one  exception.  Virginia  does  not  offer  such  a  credit  because  it 
sources  pension  payments  to  the  state  of  residence.  To  prevent  double  taxation  on  a 
Virginia  resident  who  is  being  taxed  from  a  source-principle  state  (where  the 
pension  was  earned),  the  individual  would  first  pay  the  Virginia  tax,  then  apply  for 
a  credit  from  the  source-principle  state. 

We  are  not  aware  of  any  state  that  offers  a  partial  credit  unless,  of  course,  there  is 
a  part-year  residency  issue,  a  dual-source  for  the  income  being  taxed  or  some 
similar  situation  is  involved.  We  are  attempting  to  identify  the  relevant  statutes 
and  will  provide  those  for  the  Committee's  reference  at  a  later  date. 


120 


\  c 


i 

•2-   "  Cj  \^--'  '\ 


State  of  California 

Franchise  Tax  Board 


3561 BOOEET 


121 


California 

Franchise 

Tax 

Board 


Payment  Arrangement  Information 


A  Word  About  Installment  Payments 

California  Tax  law  requires  Immediate  and  full  payment  of  the  tax  due.  In  situations  where  an 
extreme  and  ongoing  financial  hardship  exists,  the  Franchise  Tax  board  (FIB)  may  allow  install- 
ment payments. 

In  order  for  us  to  consider  installment  payments,  you  must  give  a  complete  and  accurate  state- 
ment of  your  financial  situation.  Form  FTB  3561  is  included  in  this  package  to  assist  you  in  giving 
us  the  information  we  need  to  decide  if  installment  payments  will  be  allowed.  Be  sure  to  supply  all 
the  infomiation  and  documents  requested  on  the  financial  statement. 

Mail  your  completed  financial  statement  and  documentation  to: 

Office  Enforcement  Unit 
P.O.  Box  2952 
Sacramento.  CA  95812-2952 


Important  Information  For  You  To  Know  If  Installment  Payments  Are  Allowed 


•  We  will  not  stop  collection  action  until  we  are  satisfied  that  you  are  unable  to  pay 
the  balance  due  on  yor  account  because  of  a  hardship  and  not  just  a  financial 
inconvenience. 

•  You  must  file  ail  tax  returns  that  are  due  before  we  will  consider  installment 
payments. 

•  An  installment  an-angement  will  not  stop  penalties  and  interest  from  being  added  to 
your  account. 

•  If  you  do  not  file  tax  returns  or  pay  future  taxes  timely,  the  monthly  payment  agreement 
will  be  in  default  and  you  will  be  subject  to  a  wage  or  bank  levy. 

•  You  must  adjust  wage  withholding  to  fully  cover  current  tax  liability. 

•  FTB  will  apply  any  refund  due  during  the  program  to  the  tax  liability. 

•  The  maximum  penod  for  a  payment  arrangement  is  normally  12  months. 

•  FTB  may  file  a  tax  lien  to  secure  the  tax  on  payment  anangements.  The  tax  lien  will  be 
reflected  on  credit  reports. 


Additional  documentation  of  your  financial  status  may  be  required  during  our  evaluation. 


.     ^j     STATE  OF  CALIFORNIA 

^^;^    FRANCHISE  TAX  BOARD 

For  P-ivacy  Act  Nonce  see  Form  FTB  1131 
Intormanon  will  be  verified 
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Financial  Statement 


Your  nameis)  ano  aadress 

Phone  numoers  icifcie  Dest  oayiime  numoer) 

Home 

Your  work 

Spouse  s  wortt 

Spouse  s  name  ana  aaaress 

Social  Secumv  Numoers 

Date  of  Birth 

Yours 

Yours 

Spouses  s 

Soouses's 

Your  emoioyer  or  Dusiness  (name,  aaoress  ana  pnone  numoer) 

Spouse  s  employer  or  ousmess  iname.  aOOress  ana  pnone  numoer) 

Vou''  orcuw»''0"/pro*<»is'on    

Your  onver  s  license  numoer 

Spous*^s  nrrvprs  Itrflnsp  nnmnttf      _      _, 

Relauonship  ano  age  ot  people  who  irve  with  you  (depenaents  onry) 


BANK  ACCOUNTS  (Include  Savings  &  Loans  Credit  Unions.  Certificates  c(  Deposit.  Individual  Retirement  Accounts) 

Name  ot  Instrtution 

Address 

Type  0'  Account  tcnecmng. 
savings 

Account  No 

Balance 

CREDFT  CARDS,  checking  overdraft  protection,  line  of  credit 

Name  ot  CreOI  Card  Bank,  etc. 

Minimum  Monthly 
Pavmeni 

Credit  Umit 

Amount  Owed 

UFE  INSURANCE 

Name  o'  Company 

Policy  Number 

Axnounl  you  can  borrow  on  the  policy 

REAL  ESTATE 

Address  nnciuding  county) 

Dale  Purcnased 

Current  Value 

Mortgage  Balance 

PaiO  to    iname  oi  person 
or  oank) 

a 

D 

MOTOR  VEHICLES 

Year  Make  and  License  No 

Dale  Purcnased 

Current  Value 

Loan  Balance 

Date  toan  wni  De 
paid  oft 

a 

B 

c 

OTHER  (tfiings  you  own  or  are  currently  buying,  i  e..  stocks,  bonds,  boat,  etc.) 

DsscnDlion 

Current  Value 

Loan  Baiar>ce 

Date  loan  wni  pe 
paio  o*i 

J  3«^-        -   ,   ■!  1-3 
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MONTHLY  INCOME 


Net  pay  'aitacn  two  recent  pay  stubs) 

Vour  spouse  s  net  pay  (attach  two  recent  pay  stubs) 

Rents  paiO  to  you 

Pensions  

Soaai  Securni^ 

Profrt  from  your  business  (attach  statement) 

Commissions 

Other  income  (source) 


Orvidends.  Interest.  Child  Suppon.  Alimony,  etc 
TOTAL  INCOME 


MONTHLY  EXPENSES 


(Expenses  must  be  reasonable  tor  ttie  size  of  your  family,  location,  and 

unioue  arcumstaf>ces 

lH  Mortgage  Holder  D  Landlord 

Name 


AdOr0ss_ 


Totflpnon*  No- 


AJimony/Child  Support  paid  to, 
AdOrau 


Name, 


Grocenes 

Utilrties 

Ekeclnaty.  Heat  Water 

Telephone 

TransponalJon  (to  and  from  worfc)      

Medical  (doctors  ana  mediar>e  not  paid  by  insurance) 
Insurance 

Auto 

HeaRh 

Lite .'.'-.'i 

HomeowTwrs/renten 

Auio  Loans 

Name  and  address  of  Rf>ancing  Company.  Bank,  etc. 


1.. 


2 

3.^ 

Installmeni  Payments 

Name  of  Store.  Bank.  Credit  Card 

1 __^     

2 

3 

4 , 

5 

Other  (explain) 

Total  AlkTwoble  Monthly  Expenses j_ 

Taxpayer's  payment  proposal $_ 

Taxpayers  proposed  start  date _ 

Additiofui  information  (expected  changes  to  income,  hearth,  etc.) 


ALLOWABLE  PAYMENTS 
(FTB  use  only) 


Unaer  oeoatties  ot  pequry.  I  Oedare  tnat  lo  the  oest  ot  my  knowteage  and  beUet  this  statement  of  asses.  ttatuMies  and  other  information  is  tnje.  correct 
ana  comptate 


Your  signature 


Spouse  s  signature  (if  )oint  return  was  filed) 


Date 
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STATE  OF  CALIFORNIA 

FRANCHISE  TAX  BOARD 


For  Privacy  Act  Notice  see  Form  FTB  1131 
intormation  will  be  verified 


Financial  Statement 


Vaur  nameis;  and  address 


Phone  numbers  (circle  best  daytime  numberj 

Home: 
Your  wortc 
Spouse  s  worV 


Spouse  s  name  and  address 


Social  Secunty  Numbers 


Yours 
Spouses s 


Date  of  Birth 

YoufS 
spouses s 


Your  employer  or  business  (name,  address  and  phone  number) 


Spouse  s  employer  or  business  (name,  address  and  pnone  number) 


Your  occupaiiorvprotession,. 
How  long  employed 


Spouse  s  occupation/professioru 
How  long  employed 


Your  drrver  s  license  numoer^ 

Relanonsnip  and  age  of  people  wtx)  irve  wrth  you  ^dependents  onry) 


Spouse's  drrvers  license  number. 


BANK  ACCOUNTS  (Include  Savings  &  Loans.  Credit  Unions.  Certificates  of  Deposit  InOiviflual  Retirement  Accounts) 

Name  or  institution 

Address 

Type  of  Account  (cnecKing 
savinqs) 

Account  No 

Balance 

CREDIT  CARDS,  ctiecking  overdraft  protection.  Ime  ot  credit 

Name  ot  CreOil  Cara  Bank,  etc 

Minimum  Moninty 
Pavmeni 

Credit  Limit 

Amount  Owed 

UFE  INSURANCE 

Name  oi  Comoany 

Policy  Number 

Amount  you  can  borrow  on  ttie  policy 

REAL  ESTATE 

Adaress  (incluOmg  county) 

Date  Purcnased 

Current  Value 

Mongage  Balance 

Paid  to  (name  o)  person 
or  bank) 

a 

b 

MOTOR  VEHICLES 

Year.  MaKe  ana  License  No 

Date  Purcnased 

Currem  Value 

Loan  Balance 

Dale  loan  will  t>e 
paidott 

a 

b 

c 

OTHER  (t^lngs  you  own  or  arc  currently  buying,  i.e.,  stocks.  tx>r>ds.  txial,  etc.) 

Descnpuon 

Current  Value 

Loan  Balance 

Dale  loan  wiii  be 
paid  of 

FTB  1U1  (nev  3  931  PAGE   1 
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MONTHLY  INCOME 


Net  oay  fanach  two  recent  pay  stubs} 

Vour  spouse  s  net  pay  (attach  two  recent  pay  stubs)  . 

Rents  paid  to  you 

Pensions 

Sooal  Security 

Profit  from  your  business  (altacn  statement) 

Commissions 

Other  income  (source) 


Diviaenos.  Interest.  Child  Support  Alimony,  etc 
TOTAL  INCOME 


MONTHLY  EXPENSES 


(Expenses  must  be  reasonable  tor  the  size  of  your  famiry.  location,  anc 

uniQue  orcumstances. 

Zl  Mongage  Holder  [j  Larnllord 


AdOra&s.. 

Te 


Alimony  Child  Support  paid  ic   Name^ 


Grocenes    

Utilities 

Electncrty.  Heat.  Water 

Telephone 

Transportation  (to  ano  from  work)      

Medical  (doctors  ano  med>ar>e  not  paid  by  insurance) 
Insurar^ce 

Auto 

Health 


Homeowner^reniers 

Auto  Loans 

Name  ano  address  of  Financing  Company.  Bank,  etc. 


Installment  Payments 

Name  ot  Srore.  Bank.  Credrt  Card 

t.        

2 

3 

4 

5 


Other  1  explain). 


ALLOWABLE  PAYMENTS 
(fTB  use  only) 


Total  Alk)wab*a  Monthly  Expenses 
Taxpayer  s  payment  proposai    .  .  . 
Taxpayer  s  proposed  start  date    .  . 


Additior\ai  intormatjon  (expected  cnanges  to  irtcome.  neaitn.  etc  1 


Unaer  oenaihes  of  pequry.  i  Oeciare  tnat  to  me  Desi  ot  my  knowieoge  ana  beiiet  this  statement  ot  assets  liabilities  ana  other  information  rs  tnje.  correa 
ana  comotete 


Vour  Signature 


Spouse  s  sigr\ature  (if  io<ni  return  was  t»ed) 


Date 


72-345  0-93-5 
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TAXPAYERS'  BILL  OF  RIGHTS  INFORMATION 

The  Taxpayers'  Bill  of  Rights  Act  (Revenue  and  Taxation  Code  Sections  21001-21022),  ensures 
that  the  rights,  privacy  and  property  of  California  taxpayers  are  adequately  protected  dunng  the 
process  of  the  assessment  and  collection  of  taxes. 

If  you  are  unable  to  pay  your  tax  in  full,  you  may  request  to  pay  In  Installments.  Installment 
payments  will  be  allowed  only  in  cases  of  financial  hardship.  If  you  request  installments,  FTB  may 
file  a  lien  against  your  property  according  to  Government  Code  Sectior  7171.  We  will  ask  you  to 
provide  us  with  complete  information  regarding  your  financial  situation. 

If  we  levy  or  seize  property  and  you  believe  our  action  is  improper,  you  have  the  right  to  a 
hearing  to  provide  us  with  information  to  modify  or  withdraw  our  levy  or  stop  the  sale  of  your 
property. 

If  we  file  a  lien  m  error,  we  will  mail  a  Franchise  Tax  Board  notice  of  error,  at  your  request,  to  the 
credit  reporting  companies  in  the  county  where  the  lien  was  filed. 

If  we  levy  upon  your  bank  account  in  error,  we  can  reimburse  you  for  bank  charges  incurred  as  a 
result  of  our  error  Your  claim  must  be  filed  within  90  days  from  our  levy  date. 

Any  Questions  concerning  our  collection  process  or  procedures  should  be  directed  to  the  phone 
number  listed  below  in  addition,  the  Franchise  Tax  Board  has  a  Taxpayers'  Rights  Advocate  who 
reviews  those  cases  where  taxpayers  have  been  unable  to  resolve  their  problems  with  our  depart- 
ment through  normal  channels.  You  may  contact  the  Advocate  by  wnting  to: 

Franchise  Tax  Board 
P.O.  Box  1468 
Sacramento,  CA  94812-1468 


FRANCHISE  TAX  BOARD  OFFICES 


Bakersfield 
Fresno 
Long  Beacn 
Los  Angeies 
OaKiand 
Sacramento 
San  Bernardino 
San  Oiego 


Address 
1  *30  Tnjxtun  Avenue.  Sle    120. 
2550  Manoosa  Street.  Rm  3002 
245  w  Braoaway.  Ste   115    . 
300  So  Spnng  St ,  Sle  5704 
1 970  Broadway.  Ste  550 
8745  Folsom  Blvd  .  Ste   150 
215  No   D  Street.  Ste  301 
5353  Mission  Center  Rd  .  Ste  314 


Zip  Code  Address  Zip  Coda 

93303-2487  San  Francisco  345  Lartiin  Street 94102-3612 

93721-2272  San  Jose  96  No    Third  St  .  *tt\  Fl  95112-5579 

90802-4487  Santa  Ana  GOO  W  Santa  Ana  Blvd  .  Ste  300  92701-4558 

90013-1204  Santa  Bartiara  360  S   Hope  Ave  .  Ste.  C-1 10  93105-4017 

94612-2217  Santa  Rosa  50  D  Street,  Rm   130 95404-4750 

95826-3700  Stockton  31  E.  Channel  Street.  Rm  219  95202-2394 

92401-1701  Van  Nuys  6 1 50  Van  Nuys  Blvd  .  Rm  1 00  91401-3381 

92108-1333  West  Covina  .  100  N   Barranca  St.,  Sle  600  91791-1600 


TELEPHONE  ASSISTANCE 


From  January  2  through  April  15.  Ihe  Desi  time  to  call  is  from  7:00  am  to  10  00  am  and  6:00  p.m.  to  8:00  p.m  Monday- 
Service  IS  available  from  800  am  to  5:00  p.m  the  rest  of  the  year. 


■Friday. 


From  within  the  United  States,  call 1  -800-852-571 1 

From  outside  the  United  Stales,  call  (not  toll-free) 1-916-854-6500 

For  hearing  impaired  with  TDD,  call 1-800-822-6268 


127 


MR.  BROOKS'  QUESTIONS  FOR  THE  RECORD  FOR  MR.  FARRELL  (NARFE) 

1)  Under  two  of  the  source  tax  bills  referred  to  the  subcommittee  - 
-  H.R.  546  and  H.R.  702  —  the  taxability  of  "qualified  pension 
income"  would  turn  on  the  form  and  timing  of  such  payments:  income 
received  in  a  lump  sum  payment  or  a  series  of  payments  over  a 
period  of  less  than  10  years  would  be  taxable  (except  for  a  one- 
time $25,000  exe.iption) ,  while  that  received  over  a  longer  period 
would  not  be  taxable. 

a)  What  is  your  view  as  to  the  appropriateness  of  treating  these 
two  types  of  pension  payments  differently  for  State  taxation 
purposes? 

Answer  la 

The  legislative  process  (Senate  hearing,  passage  and  conference 
debate)  has  already  improved  the  earlier  proposed  remedy  for  state 
taxation  of  non-resident  pension  income  tax.  There  is  no  reason  to 
assume  that  the  pending  vehicles  are  beyond  improvement  but 
meliorative  action  is  needed.  As  future  lump  sum  disbursements 
(the  alternative  annuity  option)  will  be  strictly  limited  for 
future  federal  retirees  (see  P.L.  103-66)  the  appropriateness  of 
different  treatment  of  pension  disbursements  may  be  more  important 
to  correcting  past  unfairness  than  avoiding  future  ones  within 
federal  civilian  government. 

It  should  be  noted  that  in  the  Civil  Service  Retirement  System,  the 
lump  sum  or  alternative  annuity  option  provided  an  up-front 
disbursement  equal  to  the  employee's  (previously  taxed) 
contribution  (ruled  taxable  for  federal  tax  purposes  in  Shimota  v 
IRS)  and  results  in  a  smaller  annuity  thereafter.  Furthermore, 
disbursements  from  the  Civil  Service  Retirement  System  receive  none 
of  the  favorable  tax  treatment  accorded  to  Social  Security 
benefits. 

b)  One  alternative  to  the  approach  described  above  would  be  to 
treat  all  "qualified  pension  income"  the  same  by  providing  an 
across-the-board  annual  exemption.  For  example,  the  first  $20,000 
in  "qualified  pension  income"  received  in  any  given  year  — 
regardless  of  form  or  timing  —  might  be  exempted  from  taxation  by 
a  state  of  former  residence.  What  is  your  view  of  such  an 
approach 


•7 


Answer  lb 

Though  not  a  sufficient  answer  to  your  question,  the  $2  0,000 
threshold  would  hold  harmless  about  72%  of  employee  annuitants  and 
about  95%  of  survivor  annuitants  covered  by  CSRS  or  FERS.  NARFE 
has  no  membership  established  position  on  this  particular  exemption 
amount  but  is  opposed  to  means  testing  of  work  related  benefits. 
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2)  As  noted  above,  H.R.  546  and  H.R.  702  would  provide  a  one-time 
$2  5,000  exemption  from  taxation  for  pension  payments  received  in  a 
lump  sum  or  in  a  series  of  payments  over  a  period  of  less  than  10 
years.  How  should  this  exemption  be  allocated  when  the  pension  was 
earned  in  more  than  one  State  or  paid  to  more  than  one  individual? 

Answer  2 

While  this  is  a  very  important  question  that  gets  to  the  notion  of 
labor  mobility,  one  of  the  American  economy's  great  engines.  Many 
federal  employees,  civilian  and  military,  were  relocated  during 
their  careers  and  their  migration  in  retirement  is  often  for  family 
reunion  more  than  tax  climate. 

3)  H.R.  546  and  H.R.  702  define  "qualified  pension  income"  for 
source  tax  purposes  by  references  to  specific  sections  of  the 
internal  revenue  code.  Do  you  have  any  comments  or  suggestions  as 
to  the  appropriateness  of  the  provisions  cited,  e.g. .  are  there  any 
other  types  of  pension  payments  that  should  be  included?  Are  there 
any  listed  in  these  bills  that  should  not  receive  preferential 
source  tax  treatment? 

Answer  3 

It  would  be  appropriate  for  the  Subcommittee  to  review  payments 
from  the  Military  Retirement  System,  "retired  pay",  in  this 
context.  Frequent  relocation  or  change  of  posting  is  common  for 
the  "career"  military,  both  enlisted  and  officer  corps. 

4)  It  is  our  understanding  that  if  an  American  retires  to  a  foreign 
country,  he  or  she  remains  subject  to  U.S.  Federal  income  tax  on 
any  pension  payments  received  thereafter.  Is  there  any  basis  for 
restricting  State  authority  to  tax  nonresident  pension  income  while 
allowing  Federal  taxation  of  pension  income  received  by  Americans 
living  abroad? 

Answer  4 

NARFE  has  both  citizen  and  non  citizen  members  living  around  the 
world.  While  they  may  have  well  formed  opinions  about  this 
question  and  may  be  eager  to  tell  their  stories,  I  am  not  equipped 
to  substitute  for  them.  What  should  be  part  of  the  calculus  is  who 
provides  governmental  services  (citizenship  among  them) ,  is  the 
relocation  temporary  or  permanent,  and  is  the  foreign  country 
willing  or  eager  to  provide  services  to  American  nationals  just  for 
their  current  spending  and  exempting  their  pension  income  from 
local  income  taxation. 


5)  Mr.  Duncan  testified  that  State-imposed  nonresident  income  taxes 
on  pension  income  avoid  inequality  between  in-State  and  out-of- 
state  retirees.  To  what  extent  are  efforts  to  assure  tax  fairness 
undermined  by  the  fact  "source  tax"  States  are  apparently  much  more 
aggressive  in  pursuing  former  State  employees  than  private  sector 
nonresident  retirees? 


129 


AnswGiT  5 

Mr.  Duncan's  testimony  fails  to  note  a  whole  class  of  victims  — 
the  taxpayers  providing  government  goods  and  services  to  newly 
resident  retirees  umbilicated  at  the  wallet  to  a  previous  state. 
Especially  those  state  taxpayers  who's  state  government  lets  its 
people  go  unindentured  to  a  previous  state.  States  defer  taxation 
and  will  continue  to  defer  taxation  so  that  people  can  pay  taxes 
throughout  their  lives,  the  same  time  period  over  which  they 
consume  state  government's  goods  and  services. 

The  opportunistic  victimizing  of  its  own  former  state  and 
municipal  employees  is  as  logical  as  it  is  necessary  for  the 
Congress  as  a  higher  legislature  to  provide  redress. 

6)  During  the  subcommittee's  hearing,  Professor  Smith  testified 
that  "States  plainly  possess  the  power  under  the  due  process  clause 
to  tax  income  derived  from  sources  within  the  state,  even  if  the 
income  is  recognized  years  later  when  the  taxpayer  no  longer  lives 
in  the  taxing  State."  Do  you  have  any  comments  on  Professor 
Smith's  conclusions  regarding  the  constitutionality  of  taxes  on 
nonresident  pension  income? 

Answer  6 

I  am  not  able  or  eager  to  contest  the  issue  of  constitutionality 
here.  NARFE  members  are  concerned  with  the  application  of  the  law. 
While  rational  for  state  government,  hungry  for  revenue,  to  tax  its 
former  citizens  and  argue  its  basis  in  law  (de  jure) ,  as  practiced 
by  certain  states  (de  facto)  now,  and  certainly  when  victim  states 
retaliate,  the  Congress  can  and  should  limit  the  states  authority 
to  source  tax. 
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MR.  BROOKS'  QUESTIONS  FOR  THE  RECORD  FOR  MR.  HOFFMAN 
ANSWERS  -  AUGUST  24,  1993 

Under  two  of  the  source  tax  bills  referred  to  the  subcommittee--H.R.546  and 
H.R.702--the  taxability  of  "qualified  pension  income"  would  turn  on  the  form  and 
timing  of  such  payments:  income  received  in  a  lump  sum  payment  or  a  series  of 
payments  over  a  period  of  less  than  10  years  would  be  taxable  (except  for  a  one- 
time $25,000  exemption),  while  that  received  over  a  longer  period  would  not  be 
taxable. 

a.         What  is  your  view  as  to  appropriateness  of  treating  these  two 

types  of  pension  payments  differently  for  State  taxation  purposes? 


Answer  la. 


The  tax  on  nonresident  pensions  must  be  eliminated  by  passing  H.R. 
702  and/or  H.R. 546  or  similar  legislation.   These  bills  are  not  perfect 
and  reflect  several  compromises.  We  hope  that  other  amendments 
could  be  added  that  would  solve  the  terrible  problems  faced  by  Seniors 
that  have  been  retired  many  years.   These  Seniors,  who  retired  years 
ago,  are  selectively  being  told  they  have  to  pay  an  enormous  tax  bill, 
that  includes  a  penalty  and  daily  interest.    Since  our  bills  are  not 
retroactive,  these  retirees  are  not  covered  by  the  present  legislation. 
We   desperately  need  an  appropriate  statute  of  limitations  in  the 
legislation  that  protects  the  retirees  who  have  been  retired  many  years. 

It  is,  however,  appropriate  to  treat  lump  sum  payments  different  from 
periodic  payments  because  they  turn  on  different  principles.    Yearly 
taxes  on  periodic  payments,  from  a  pension  or  retirement  plan,  impose 
taxation  without  representation  on  the  retiree,  while  a   one  time  tax  on 
lump  sum  payments  does  not.    In  addition,  there  is  the  expense  of 
filing  a  complicated  nonresident  tax  form  every  year.   This  expense, 
while  not  literally  a  tax,  is  significant  to  retirees  with  lower  incomes. 
However,  there  is  a  problem  with  the  tax  on  lump  sum  payments.   The 
pension  was  earned  over  a  number  of  years  and  the  tax  should  be 
averaged  over  a  similar  number  of  years.    Also,  in  most  cases  the 
retirees  were  totally  unaware  of  their  states'  nonresident  tax  policy.    If 
the  retiree  was  not  informed  of  this  policy  each  year  contributions 
were  made  to  the  pension  plan,  then  the  state  should  have  no 
prerogative  to  collect  taxes  on  these  pensions. 

These  provisions  were  inserted  into  the  Senate  Bill  to  satisfy  the 
concerns  of  Senator  Moynihan.    He  stated  on  the  Senate  floor  that  he 
was  afraid  some  high  paid  people  would  "collusively"  defer  income  into 
their  retirement  years  to  avoid  paying  taxes  while  working.   He  may  be 
correct  and  we  were  not  trying  to  help  cheaters. 

We  accepted  the  provision  for  periodic  payments  under  10  years 
because  most  of  these  options  do  not  make  economical  sense  to  the 
retiree,  unless  they  are  sure  they  will  die  in  the  selected  period. 


One  alternative  to  the  approach  described  above  would  be  to  treat  all 
"qualified  pension  income"  the  same  by  providing  an  across-the-board 
annual  exemption.  For  example,  the  first  $20,000  in  "qualified  pension 
income"  received  in  any  given  year-regardless  of  form  or  timing-might 
be  exempted  from  taxation  by  a  State  of  former  residence.  What  is 
your  view  of  such  an  approach? 
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Answer  lb. 

Providing  an  exemption  of  $20,000  would  save  retirees  some  taxes, 
but  it  does  not  solve  the  basic  problem.    The  retiree  would  still  be 
controlled  by  a  taxing  agency  over  which  they  have  no  recourse  (legal 
or  otherwise)  and  a  state  in  which  they  have  no  rights  or  benefits. 

Professor  Smith  stated  in  his  paper  that  we  could  have  a  Pyrrhic 
victory  for  nonresidents  if  our  bills  pass.  He  believes  the  states  would 
either  stop  deferring  the  tax  or  would  collect  it  when  the  retiree  left  the 
state. 

Reference 

TAX  NOTES,  July  13.  1992,  "STATE  TAXATION  OF  NONRESIDENT'S 
PENSION  INCOME,"  by  Walter  Hellerstein  and  James  Charles  Smith, 
both  Professors  of  Law  at  The  University  of  Georgia. 

We  don't  believe  the  states  will  stop  deferring  the  tax,  because  they 
can't  predict  which  retirees  would  remain  in  the  state.    If  they  stopped 
deferring  the  tax,  they  could  not  tax  resident  pensions.    The  pensions 
would  be  slightly  smaller,  but  since  the  state  could  not  tax  pensions, 
the  net  pension  would  be  about  the  same  and  all  retirees  would  be 
treated  equally. 

We  have  suggested  from  the  first  that  it  would  be  appropriate  for 
states  to  collect  the  tax  when  the  retiree  leaves  the  state,  and  it  is 
economical  for  them  as  well.    The  only  provisions  that  they  should  be 
required  to  follow  are: 

Use  a  fair  settlement  option  similar  to  a  401(K)  and; 

Inform  those  in  the  pension  plans  about  their  states'  nonresident 
tax  policy,  when  contributions  are  made  to  the  plan,  not  years 
later. 

If  a  retiree  can't  afford  a  single  settlement  option,  the  state  could  offer 
a  multiple  year  option.   The  retiree  could  then  spread  out  the  payments 
and  at  least  avoid  the  cost  and  aggravation  of  filing  complicated 
nonresident  and  estimated  tax  forms.   They  would  know  the  exact 
amount  of  their  tax  obligation  and  not  face  the  uncertainty  of  future 
tax  increases  in  their  former  state.   Tax  increases  which  they  can  not 
prevent  through  vote  or  petition. 

In  his  testimony,  Mr.  Duncan  stated  that  we  had  not  supported  the 
California  bills  that  gave  an  exemption.    We  acknowledged  that  the  bill 
was  not  supported,  because  it  contained  a  "sunset"  clause.    I  was  also 
sure  their  new  bill  contained  a  similar  clause.    We  now  have  a  copy  of 
that  bill  and  we  were  correct!    This  bill,  if  passed  in  1994,  expires  in 
January  1996.    They  are  indeed  trying  to  diffuse  our  efforts  and  pull 
the  wool  over  Congress's  eyes. 

2.        As  noted  above,  H.R.546  and  H.R.702  would  provide  a  one  -time  $25,000 

exemption    from  taxation  for  pension  payments  received  in  a  lump  sum  or  in  a 
series  of  payments  over  a  period  of  less  than  10  years.    How  should  this  exemption 
be  allocated  when  the  pension  was  earned  in  more  than  one  State  or  paid  to  more 
than  one  individual? 

Answer  2. 

As  you  can  see  from  my  previous  answers,  we  believe  any  lump  sum  payment 
should  be  averaged  over  a  number  of  years.  However,  the  $25,000  exemption 
should  be  allocated  based  on  the  amount  of  pension  earned  in  each  state. 
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3.  H.R.546  and  H.R.702  define  "qualified  pension  income"  for  source  tax 
purposes  by  reference  to  specific  sections  of  the  internal  revenue  code.  Do  you 
have  any  comments  or  suggestions  as  to  the  appropriateness  of  the  provisions 
cited,  e.g..  are  there  other  types  of  pension  payments  that  should  be  included?   Are 
there  any  listed  in  these   bills  that  should  not  receive  preferential  source  tax 
treatment? 

Answei  3. 

When  this  bill  was  drafted,  we  had  several  conversations  with  the  Legal  council  of 
The  Senate  Finance  Committee  and  with  Senator  Reid's  Staff.    We  are  confident 
that  all  proper  qualified  plans  are  covered.   Furthermore,  we  believe  that  all  plans 
listed  in  the  bills  should  be  covered.    Federal  Law  is  complicated,  however,  and  we 
would  appreciate  another  examination.    I  know  that  Chris  Giamo  of  The  Retired 
Officers  Association  still  believes  that  the  military  pensions  are  not  adequately 
covered,  even  though  we  modified  the  bill  to  ease  his  concerns. 

4.  It  is  our  understanding  that  if  an  American  retires  to  a  foreign  country,  he  or 

she  remains  subject  to  U.S.  Federal  income  tax  on  any  pension  payments  received 
thereafter.  Is  there  any  basis  for  restricting  State  authority  to  tax  nonresident 
pension  income  while  allowing  Federal  taxation  of  pension  income  received  by 
Americans  living  abroad? 

Answer  4. 

This  is  a  difficult  question  to  answer,  because  it  involves  fairness  and  finances.    The 
simple  answer  to  the  question  is  that  the  Library  of  Congress  (Mr.  Killian)  stated 
that  Congress  has  the  prerogative  to  pass  this  legislation.   Nevertheless,  the 
question  you  raised  must  be  addressed  first  on  fairness  and  next  on  economical 
impact  to  The  Federal  Government. 

FAIRNESS: 

Unfortunately,  I  am  not  familiar  with  the  rights  that  Americans  receive  when  they 
retire  to  other  countries.   Can  they  still  vote  in  United  State  elections?   Do  they 
receive  any  benefits?   If  they  do,  then  they  should  pay  taxes  to  The  United  States. 
If  they  do  not  receive  any  rights  or  benefits  then  they  should  not  pay. 

ECONOMICS: 

There  is  a  difference  in  the  economical  impact  between  the  states  and  The  Federal 
Government.    If  nonresident  pensions  were  not  taxed  by  The  Federal  Government 
they  would  lose  revenue.    However,  The  Federal  Government  does  save  money  by 
not  providing  benefits  or  services. 

By  prohibiting  states  from  taxing  nonresident  pensions,  The  Federal  Government 
would  gain  revenue.   The  businesses  would  gain  by  eliminating  the  tremendous 
administrative  costs  required  by  this  tax.   The  states  would  not  lose,  because 
ultimately  every  state  will  impose  this  tax  on  nonresident  pensions  and  so  states 
such  as  California  will  have  their  nonresident  retirees  taxed.   Where  is  the  gain 
when  this  occurs? 

5.        Mr.  Duncan  testified  that  State-imposed  nonresident  income  taxes  on 

pension  income  avoid  inequality  between  in-State  and  out-of-State  retirees.   To 
what  extent  are  efforts  to  assure  tax  fairness  undermined  by  the  fact  that  "source 
tax"  States  are  apparently  much  more  aggressive  in  pursuing  former  State 
employees  than  private  sector  nonresident  retirees? 

Answer  5. 

Mr.  Duncan  is  totally  incorrect  when  he  says  that  nonresident  tax  on  pension 

•ne  avoids  inequality  between  residents  and  nonresidents.    Instead,  it  creates  an 
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inequality.    For  residents  and  nonresidents  to  be  treated  equally,  they  must  receive 
comparable  benefits  and  services  for  the  amount  they  are  being  taxed.    The  taxing 
states  claim  that  benefits  were  received  when  the  retirees  were  earning  the 
pension.  They  don't  deserve  more  benefits.    Yet  a  retiree  that  remains  in  the  state 
also  received  benefits  while  earning  the  pension.    This  retiree  continues  to  receive 
benefits.   This  is  unfair  and  unequal. 

The  distribution  of  our  membership  between  private,  Federal,  state,  and  military 
retirees  or  future  retirees  is  approximately  equal.    It  is  my  belief  that  the  states  can 
locate  every  nonresident  retiree  not  just  state  employees.    I  believe  that  California 
law  requires  c>/ery  employer  to  provide  information  about  nonresident  retirees. 
California  has  garnished  a  retiree's  pension.  This  retiree  {Howard  Smith)  worked  for 
the  Los  Angeles  Police  Department.    Federal  Law  prohibits  garnishment  of  private 
pensions  under  ERISA,  Federal  pensions,  and  Military  pensions.    Therefore,  if 
California  can  garnish  state,  city,  and  county  pensions  then  these  employees  are 
treated  unfairly. 

Mr.  Duncan's  arguments  make  no  sense  at  all.   If  the  States  were  interested  in 
fairness  they  would  make  sure  that  every  retiree  was  informed  about  their 
nonresident  taxing  policy  and  they  would  try  to  contact  every  nonresident  retiree. 
If  one  retiree  has  to  pay  then  all  retirees  should  pay. 

6.         During  the  subcommittee's  hearing.  Professor  Smith  testified  that  "States  plainly 
possess  the  power  under  due  process  clause  to  tax  income  derived  from  sources 
within  the  State,  even  if  the  income  is  recognized  years  later  when  the  taxpayer  no 
longer  lives  in  the  taxing  State."    Do  you  have  any  comments  on  Professor  Smith's 
conclusions  regarding  the  constitutionality  of  taxes  on  nonresident  pension  income? 

Answer  6. 

Professor  Smith  was  totally  correct  when  he  said  that  states  have  the  constitutional 
right  to  collect  taxes  on  income  derived  from  sources  within  the  state.   That  is  the 
primary  reason  why  we  are  recommending  Federal  Legislation.    Cases  such  as 
Maxwell  Vs.  Bugby  and  Schaefer  Vs.  Carter  were  Supreme  Court  cases  decided 
years  ago,  long  before  pensions  were  common  or  even  existed.   These  cases  were 
not  about  pensions,  but  unfortunately,  they  set  a  precedence  that  conceivably  was 
broader  than  The  Court  intended.  The  Library  of  Congress  (Mr,  Killian)  reported  to 
the  Senate  Finance  Committee,  June  12,  1991,  that  the  states  can  constitutionally 
tax  nonresident  pensions. 

One  of  the  first  officials  we  contacted  about  this  issue  was  The  Attorney  General  of 
Nevada.   It  was  our  hope  that  he  would  challenge  the  constitutionality  of  the 
nonresident  tax  on  pensions  by  the  states.   We  knew  that  it  was  unconstitutional 
for  a  citizen  to  sue  a  state  in  a  Federal  court.    Unfortunately,  Brian  McKay,  who 
was  Nevada's  Attorney  General  then,  told  us  that  the  U.  S.  Supreme  court  had 
upheld  the  nonresident  taxes  about  70  years  ago.    He  sent  us  the  Michigan  State 
Law  review,  that  discussed  many  cases  covering  this  general  issue.    He 
recommended  that  we  try  to  get  Federal  Legislation  passed.     Research  into  other 
court  cases  and  investigation  of  The  California  State  Law  Review  confirmed  his 
position. 

I  hope  these  answers  will  help  you  in  your  deliberations  to  expeditiously  pass  legislation 
that  solves  this  grievous  problem. 

Sincerely,  ^     7/1^'' 

William  (Bill)  C.  HoffmaK^-^ 
President,  RESIST  of  America 
2440  Ash  Canyon  Rd. 
Carson  City,  NV  89703 
(702)  883-8620 
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oney    Southwest  Airlines  (Spirit)  July  1993 
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TAX  DOWN! 
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f ornia  tax  cfflciaL  It's  ton^her  with  the  Individual  athletes.  We 
have  Com  out  to  golf  tcumamenta  and  waited  at  the  last  hole  to 
collect  our  share  of  ^  half-mlinoB^lonar  purse.' 


CDnilliutnu,  utII-lxoUd  young  men 
md  women  who  do  not  liwt — or  vol*  — 
In  th«  ludng  Jiiriidletlon. 

Unle  wonder,  (lien,  that  the  ucnd  b 
growing  »ni  powtngaeaDTely. 

-Mlimaota  |U5«  slirted  tfil*  m  IWI " 
says  Susan  Elalodc,  an  accounlant  with 
the  Teus  Ranger*,  "^nd  ihey  tskcd  lor 
Isalarv  infonnaaan)  goln;  bade  lo  1981. 
Fhllsdelpi^ia  alto  wanted  Inlomiatjon 
going baelt  several  yean.' 

Tit  a  big  problem,"  tayi  Dallas  Cow- 
boys Irusoier  Jacl(  Dixoi^  *£ach  (Ute 
or  city  has  its  ovm  iormuls  ior  flturing 
the  tax.  A  player  could  end  up  paying 
taxes  OB  more  knccfoe  dun  ho  actually 
tecofwd.* 

Th«l  i*  txeouM  itaiet'on  boM  lii« 
uiilnf  formuia  en  cither  the  number 
el  g«me  d«y3  or  duty  dzya.  and  divide 
tbe  Blary  bv  that  number.  T!ie  dUfer- 
ence  can  be  sinking.  A  baseball  team 
may  have  162  giime  d^ySd  132  season 
dayi.  and  223  duty  dayt  (lacluding 
spring  training).  A  ntllllon-dollar 
tbortstop  is  best  o(f  hayifig  his  salary 
divided  by  220. 

in  loolball,  where  ihere  may  be  iweo 
ly  game  days  but  160  duly  days  (count- 
ing pre-ieason  and  minirCamps) ,  the 
var,aiioD  In  lonnnlas  is  more  dracnabc 


Mow  >tork.  l>owcv*r.  hit  epttd  lo  cal- 
euljt*  th*  UJt  bated  on  gam*  days,  w 
Ihe  bit*  into  Elwoy  would  be  consider- 
ably larjer.  salary  divided  bv  iwcniy 
mulilpiled  by  in«  tax  rslt  o(  7.0  pcroenL 
COStlOEItvay^SI4,04a 

Since  most  sutet  allow  a  credit  lor 
taxes  paid  to  other  tiales,  a  playtr's 
stale  tax  tab  might  not  actually  in 
cruse,  tiniest  he  Hv«s  In  a  sale  such  as 
Texas  or  Florida,  when  Ihert  b  no  tutt 
income  lu  Ehvay,  for  instance,  could 
claim  a  credit  on  his  Colorado  renim 
lor  Ihe  taxes  paid  is  Phitj<lelplua.  thofo 
by  reducing  hit  obSealloa  to  hii  home 
state  by  that  amoanl.  PhlUdolphU 
then,  gfi*  revenue  that  would  hove 
gone  to  Colofodo. 

To  the  players,  their  team  accoun- 
tants, and  their  business  manageis  the 
Issue  19  less  about  money  and  fairness 
than  convenience.  "Ive  got  about  locly 
plat  ers  and  may  have  to  file  as  many  as 
ten  state  returns  ior  each  one  '  says 
Tony  Chiricosla.  a  player  manager 
based  lr.  southern  Florida.  'And  it's 
growing  every  year.  The  states  and 
cities  are  out  (or  themselves.  They're 
not  concerned  about  the  hassle  to  the 
players.  What's  worse.  Uicy're  net  con 
sisteni.  They  can't  tell  you  what  ih«y 


want.  Ttare  ought  to  b*  in  usler  way 
(or  everybody.* 

Suggestions  have  been  nade, 
Bialpck  says,  lor  a  simpta  system  thai 
allows  leams  lo  pay  a  couir  percent- 
age of  player  salaries  into  a  pool  lo  be 
dtspeised  by  league  oOlcials.  WhSe  that 
Idea  has  tidy  acxountins  appeal,  the  po- 
litical side  could  be  messy.  "Fedeial  and 
stale  tax  oilidals  wotild  have  to  he  Ib- 
volved,"  Chiricotta  sayc,  "and  thay 
would  hav*  to  agroo.' 

'Svcry  tuie  Km  Ihe  auUierliy  to  do 
It."  aoys  C«li(omla'«  Jim  Kebei,  and  I 
doal  Ihlnkaay  state  b  goiag  to  suiren- 
dcr  that  right  without  a  (IgbL  It  doesDt 
)ust  apply  to  atnieus.  we  enforce  it 
against  anyone  we  can.' 

A  New  %ri  actor  who  goes  lo  Holly- 
wood to  make  a  movie  can  expect  Ihe  tax 
nun  to  come  catling.  So  cam  singers  ivho 
pass  throagh  on  a  coiKeit  (our,  airline 
pilsts  who  take  oU  and  land  in  Calllor- 
nia,  or  a  writer  who  covert  stones  there. 

•|  talked  to  one  wriler  who  spent  a 
week  out  her*  eovoring  th*  A'l  and  Iht 
Cianlc'  R*bor  *ay«.  *l  told  him  his 
•alary  lor  thai  week  waj  taxable  under 
California  law.  Hii  mouth  kind  of 
dropped  open.' 

writers  and  oiaDy  others  who  visit 
Calllonua  on  Oustness  are  spared  main- 
ly because  ol  a  tlscal  reality.  Clalilorda 
Ooeso't  txKher  to  go  a(lcr  other  octvpa  - 
lions  as  vigorously  as  they  do  athletes 
becaiae  o(  the  dliBlolshiog  rewm.  Re- 
ber  layt  that  unless  Ihe  potential  tax 
revenue  b  tabstantial  h's  not  worth  the 
state's  effort  to  track  them  dowa  Also, 
Ihe  state  has  to  be  aUc  to  document  that 
(he  Individual  was  actually  there. 

II  the  Bulls  beat  the  Lakers.  It'* 
pretty  easy  to  prove  that  Ulcha*!  Jor- 
dan was  in  town,  with  a  maxinum  tax 
coaseilucnee.  .A. 


Fniliaci  orltir  Un  Hntsrsiii  eetuits:!!  to 
nwmiiMltlunui  iMi^wMinl  bmrtiat 
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MR.  BROOKS'  QUESTIONS  FOR  THE  RECORD  FOR  MR.  PERKINS 


1.         Under  two  of  the  source  tax  bills  referred  to  the    Subcommittee--H.R.  546  and  H.R. 
702— the  taxability  of  "qualified  pension  income"  would  turn  on  the  form  and  timing 
of  such  payments:  income  received  in  a  lump  sum  payment  or  a  series  of  payments 
over  a  period  of  less  than  10  years  would  be  taxable  (except  for  a  one-time  $25,000 
exemption),  while  that  received  over  a  longer  period  would  not  be  taxable. 

a.  What  is  your  view  as  to  appropriateness  of  treating  these  two  types  of  pension 
payments  differently  for  State  taxation  purposes? 

Answer  la: 

The  Association  does  not  have  a  formal  position  on  either  H.R.  546  or  H.R.  702.   I  would 
note  that,  in  other  contexts,  lump  sum  payments  are  treated  differently  for  federal  tax 
purposes  than  payments  spread  out  over  time  (e.g.  the  recently  enact^  mandatory  20  percent 
withholding  rules,  the  availability  of  forward  averaging).   The  Association  also  has  supported 
policies  that  have  discouraged  lump  sums,  since  AARP  believes  that  retirement  money  should 
indeed  be  available  for  retirement  -  a  purpose  often  discouraged  by  the  availability  of  lump 
sums.    However,  these  preferences  do  not  address  the  underlying  questions  as  to  whether 
source  tax  collection  should  be  permitted.   In  addition,  these  calculations  may  simply  add  to, 
not  subtract  from,  the  administrative  issues  currently  involved  in  source  tax  collection. 

b.  One  alternative  to  the  approach  described  above  would  be  to  treat  all 
"qualified  pension  income"  the  same  by  providing  an  across-the-board  annual 
exemption.   For  example,  the  first  $20,000  in  "qualified  pension  income" 
received  in  any  given  year—regardless  of  form  or  timing— might  be  exempted 
from  taxation  by  a  State  or  former  residence.    What  is  your  view  of  such  an 
approach? 

Answer  lb: 

As  noted  above,  this  approach  would  clearly  discourage  lump  sums,  which  are  far  more 
likely  to  exceed  such  a  threshold.    In  addition,  more  complexity  will  again  be  introduced  into 
the  system.    For  example,  how  are  partial  lump  sums  treated,  and  what  if  portions  of  the 
lump  sum  are  attributable  to  a  number  of  states.    As  with  the  proposal  above,  the  threshold 
levels  will  likely  exempt  most  non-lump  sum  pension  beneficiaries.   Of  course,  reducing  the 
number  of  taxpayers  also  limits  the  revenue  potential  compared  to  the  administrative 
difficulties  involved. 


2.         As  noted  above,  H.R.  546  and  H.R.  702  would  provide  a  one- 
time $25,000  exemption  from  taxation  for  pension  payments 
received  in  a  lump  sum  or  in  a  series  of  payments  over  a 
period  of  less  than  10  years.    How  should  this  exemption  be 
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allocated  when  the  pension  was  earned  in  more  than  one  State 
or  paid  to  more  than  one  individual? 

Answer  2: 

Clearly,  should  such  an  exemption  be  adopted,  it  should  not  work  to  the  disadvantage  of  the 
mobile  worker.    As  noted,  mobile  workers  will  face  significant  administrative  burdens  in 
simply  calculating  what  portion  of  the  total  benefit  (which  includes  contributions  and 
earnings)  is  earned  in  each  state.   Should  the  exemption  amount  also  be  apportioned,  it  will 
only  add  to  the  computation  burdens.   In  addition,  allocating  the  exemption  should  also  take 
into  account  that  not  all  states  will  tax  the  pensions  of  non-residents. 


3.         H.R.  546  and  H.R.  702  define  "qualified  pension  income"  for  source  tax  purposes  by 
reference  to  specific  sections  of  the  internal  revenue  code.    Do  you  have  any 
comments  or  suggestions  as  to  the  appropriateness  of  the  provisions  cited,  e.g..  are 
there  other  types  of  pension  payments  that  should  be  included?   Are  there  any  listed 
in  these  bills  that  should  not  receive  preferential  source  tax  treatment? 

Answer  3: 

From  a  pure  tax  policy  point  of  view,  any  "deferred"  tax  should  be  treated  the  same, 
including  deferral  on  IRA's,  life  insurance,  real  estate  or  stocks  and  bonds.   The  arguments 
for  recapture  of  pension  income  does  not  differ  significantly  from  any  other  form  of  deferred 
income.   The  issue  is  the  practical  and  equitable  nature  of  such  taxation. 


4.         It  is  our  understanding  that  if  an  American  retires  to  a  foreign  country,  he  or  she 
remains  subject  to  U.S.  Federal  income  tax  on  any  pension  payments  received 
thereafter.    Is  there  any  basis  for  restricting  State  authority  to  tax  nonresident  pension 
income  while  allowing  Federal  taxation  of  pension  income  received  by  Americans 
while  living  abroad? 

Answer  4: 

Consistent  state  tax  treatment  might  be  warranted  for  individuals  who  retire  abroad. 
However,  for  citizens  that  retire  to  another  state,  federal  preemptive  authority  would  not  be 
inappropriate.   Indeed,  the  Employee  Retirement  Income  Security  Act  (ERISA),  the 
fundamental  federal  law  that  protects  pension  benefits,  currently  preempts  any  state  law  that 
relates  to  an  employee  benefit  plan. 


Mr.  Duncan  testified  that  State-imposed  nonresident  income  taxes  on  pension  income 
avoid  inequality  between  in-State  and  out-of-State  retirees.   To  what  extent  are  efforts 
to  assure  tax  fairness  undermined  by  the  fact  that  "source  tax"  States  are  apparently 
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much  more  aggressive  in  pursuing  former  State  employees  than  private  sector 
nonresident  retirees? 

Answer  5: 

As  we  noted  in  our  prepared  remarks,  the  current  ability  to  more  easily  identify  and  tax 
former  state  employees,  as  opposed  to  other  employees  who  may  have  worked  in  the  state, 
has  led  to  this  inequality  in  tax  collection.   As  with  any  tax  that  is  primarily  enforced  against 
some,  and  not  all,  a  level  of  inequity  arises.    In  addition,  the  issue  of  two  employees  of  non- 
income  tax  states,  one  who  retires  to  an  income  tax  state  (and  thus  is  subject  to  full  pension 
taxation)  also  raises  a  different  type  of  equity  question. 


6.         During  the  subcommittee's  hearing,  Professor  Smith  testified  that  "States  plainly 

possess  the  power  under  the  due  process  clause  to  tax  income  derived  from  sources 
within  the  State,  even  if  the  income  is  recognized  years  later  when  the  tax-payer  no 
longer  lives  in  the  taxing  State."  Do  you  have  any  comments  on  Professor  Smith's 
conclusions  regarding  the  constitutionality  of  taxes  on  nonresident  pension  income? 

Answer  6: 

The  constitutional  conclusion  may  be  a  sound  one.    However,  at  issue,  beyond  the 
constitution  question,  is  the  practical  and  equitable  basis  for  such  a  tax. 
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MR-  BROOKS'  QUESTIONS  FOR  THE  RECORD  FOR  PROFESSOR  SMITH 

Under  two  of  the  source  tax  bills  referred  to  the  subcommittee— H.R.  546  and  H.R. 
702--the  taxability  of  "qualified  pension  income"  would  turn  on  the  form  and  timing 
of  such  payments:  income  received  in  a  lump  sum  payment  or  a  series  of  payments 
over  a  period  of  less  than  10  years  would  be  taxable  (except  for  a  one-time  $25,000 
exemption),  while  that  received  over  a  ''•nger  period  would  not  be  taxable. 

a.  What  is  your  view  as  to  appropriateness  of  treating  these  two  types  of  pension 
payments  differently  for  State  taxation  purposes? 

b.  One  alternative  to  the  approach  described  above  would  be  to  treat  all 
"qualified  pension  income"  the  same  by  providing  an  across-the-board  annual 
exemption.  For  example,  the  first  $20,000  in  "qualified  pension  income" 
received  in  any  given  year—regardless  of  form  or  timing— might  be  exempted 
from  taxation  by  a  State  of  former  residence.  What  is  your  view  of  such  an 
approach? 

Answers  to  Questions  la  and  lb.  H.R.  546  and  H.R.  702  prohibit  the  taxation  of 
pension  income  received  in  the  form  of  annuities  with  a  payment  period  not  less  than 
10  years.  Lump-sum  payments  and  shorter-term  annuities  remain  taxable,  subject 
to  a  one-time  $25,000  exemption.  There  are  three  reasons  why  the  differential 
treatment  may  be  appropriate.  First,  this  treatment  may  serve  to  curtail  tax 
avoidance  by  highly  compensated  individuals.  If  States  cannot  tax  large  lump-sum 
distributions  or  short-term  periodic  payments  from  qualified  plans,  then  taxpayers 
who  plan  to  retire  to  other  States  in  the  near  future  might  convert  ordinary 
compensation  to  retirement  income.  Receiving  the  deferred  compensation  after  the 
date  of  change  in  residence  would  strip  the  State  of  taxing  jurisdiction.  While  such 
tax  planning  is  still  possible  to  some  extent  under  voluntary  retirement  plans  even 
if  the  taxpayer  must  select  a  long-term  annuity,  abuses  are  much  less  likely  if  the 
taxpayer  must  forego  what  would  hav6  been  ordinary  compensation  for  a  substantial 
time  period. 

A  second  and  related  potential  justification  for  the  differential  treatment  is  the 
taxpayer's  ability  to  pay,  or  need.  A  retiree  who  elects  a  long-term  annuity  arguably 
is  more  likely  to  need  that  income  for  living  expenses  than  a  retiree  who  "cashes 
out"  of  a  plan  quickly.  But  the  relationship  between  ability  to  pay  and  length  of 
pay-out  may  be  rather  indirect.  Some  well-to-do  retirees  will  receive  high  payments 
in  the  form  of  long-term  annuities,  and  some  lower-income  retirees  will  choose  lump- 
sum settlements  or  short-term  annuities. 

If  the  differential  treatment  is  justified  either  on  the  basis  of  minimizing  tax 
avoidance  by  highly  compensated  individuals  or  on  the  basis  of  probable  need  of 
taxpayers  receiving  long-term  annuity  payments,  a  different  strategy  is  desirable. 
It  makes  more  sense  to  tackle  these  issues  directly.  For  this  reason,  the  alternative 
approach    mentioned   in   Question    lb   that   utilizes   an   across-the-board    annual 
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exemption  is  preferable  to  H.R.  546  and  H.R.  702,  which  discriminate  based  on  the 
length  of  the  pay-out  period. 

Third,  the  practical  difficulties  of  determining  how  much  of  each  annuit>  payment 
is  properly  taxable  may  justify  limiting  the  exemption  to  long-term  annuities.  Each 
annuity  payment  received  by  a  former  resident  has  tAvo  components:  deferred 
compensation,  which  in  principle  is  taxable  by  the  Sta»e  of  former  residence,  and 
investment  income,  which  is  not  taxable  to  the  extent  it  accrued  after  the  date  of 
change  in  residence.  With  longer  annuity  pay-out  periods,  the  ratio  of  in>estment 
income  to  deferred  compensation  income  is  higher.  I  am  not  persuaded,  however, 
that  the  computational  difficulties  in  making  the  proper  allocations  arc  markedly 
greater  for  such  long-term  annuities  than  for  short-term  (e.g..  3  year)  annuities.  For 
a  single  lump-sum  payment,  computing  the  amount  of  deferred  compensation  income 
may  be  simpler,  but  even  then  allocation  is  necessary  if  the  payment  includes 
investment  income  that  accrues  after  the  date  of  change  in  residence. 

These  three  reasons  make  the  lines  drawn  between  taxable  pension  income  and 
nontaxable  pension  income  (whether  under  H.R.  545  and  H.R.  702  or  under  the 
alternative  across-the-board  annual  exemption)  constitutionalK  defensible,  in  terms 
of  due  process  and  equal  protection.  Nevertheless,  there  are  substantial  downsides. 
First,  the  line  drawing  is  complicated.  Both  nonresident  taxpayers  and  State  tax 
administrators  will  have  to  learn  and  apply  the  rules.  There  is  some  risk  that  many 
nonresident  taxpayers,  in  their  tax  planning,  will  fail  to  understand  the  tax 
implications  of  how  they  choose  to  receive  money  from  their  pension  plans.  Thus, 
for  reasons  of  policy—tax  simplification— a  clear  all-or-nothing  rule  is  desirable. 

A  second  downside  is  that  partial  exemption  of  pension  income  is  only  a  partial 
solution  to  the  real  problem.  If  Congress  acts  at  all,  the  reason  for  inter>ention 
should  be  that  States  are  unable  to  overcome  the  practical  problems  of  tax 
administration  in  the  area.  If  the  States  are  permitted  to  tax  some  but  not  all  of  the 
pension  income  of  their  former  residents,  they  will  still  have  to  solve  the  same 
significant  hurdles  of  distinguishing  deferred  income  which  they  ma)  tax  from 
investment  and  interest  income  which  they  may  not  tax.  In  addition,  there  will  still 
be  the  complicated  cases  involving  more  than  t>vo  States  to  resolve.  Thus,  although 
the  proposed  lines  to  be  drawn  between  taxable  and  nontaxable  pension  income 
reduce  the  number  of  cases  where  the  States  must  solve  severe  administrative 
difficulties,  many  troublesome  cases  will  remain. 

I  would  also  note,  in  passing,  that  if  Congress  acts  because  it  is  persuaded  that  it  is 
unfair  or  inequitable  for  States  to  tax  the  pension  income  of  its  former  residents, 
because  they  no  longer  receive  benefits  from  their  State  of  former  residence  or  for 
some  other  reason  (arguments  which  I  reject,  as  I  previously  indicated  in  m>' 
testimony),  a  total  exemption  also  seems  merited.  If  in  principle  such  taxation  is 
unfair  or  oppressive,  the  amount  of  income  at  issue  and  the  timing  of  its  receipt 
should  not  matter. 
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In  conclusion,  the  considerations  that  have  occurred  to  me  do  not  clearly  illuminate 
the  best  approach.  The  line  drawing  between  taxable  and  shielded  pension  income 
is  in  part  an  attempt  to  intrude  on  State  authority  no  more  than  is  necessar>'.  And, 
as  I  indicate  above,  there  are  plausible  reasons  for  permitting  States  to  tax  some  but 
not  all  of  the  pension  income  received  by  their  former  residents  from  qualifled  plans. 
Nevertheless,  on  balance,  if  Congress  acts  I  recommend  a  bright-line  rule  that 
exempts  all  "qualified  plan"  pension  (•'come  received  by  former  residents  from  State 
taxation.  To  me,  the  virtues  of  a  simple,  clear  rule,  coupled  with  the  purpose  of 
restraining  the  States  from  trying  to  solve  administrative  problems  that  are  probably 
intractable,  outweigh  the  other  considerations.  If  Federal  exemption  is  desirable  and 
total  exemption  is  not  feasible,  I  would  prefer  exempting  as  much  pension  income 
as  possible  in  order  drastically  to  limit  the  number  of  cases  where  States  may  pursue 
their  former  residents.  For  example,  an  annual  across-the-board  exemption 
considerably  higher  than  S20,000  seems  to  me  better  than  alternatives  like  those  set 
forth  in  H.R.  546  and  H.R.  702. 


As  noted  above,  H.R.  546  and  H.R.  702  would  provide  a  one-time  S25,000  exemption 
from  taxation  for  pension  payments  received  in  a  lump  sum  or  in  a  series  of 
payments  over  a  period  of  less  than  10  years.  How  should  this  exemption  be 
allocated  when  the  pension  was  earned  in  more  than  one  State  or  paid  to  more  than 
one  individual? 

Answer.  H.R.  546  and  H.R.  702  provide  a  one-time  525,000  exemption  from 
taxation  for  lump-sum  payments  or  short-term  periodic  payments,  but  do  not  specify 
allocation  rules  when  the  pension  was  earned  in  more  than  one  State  or  paid  to  more 
than  one  individual.  In  the  multistate  situation,  the  two  logical  choices  are  (i)  to 
prorate  the  S25,000  based  upon  the  relative  proportions  of  where  the  pension  was 
earned,  as  a  mandatory  rule,  or  (ii)  to  let  the  taxpayer  designate  the  State  or  States 
that  may  not  tax  the  payments,  up  to  the  cap.  For  example,  assume  half  of  a 
pension  is  attributable  to  work  in  Oregon,  half  is  attributable  to  work  in  California. 
Under  (i),  the  election  would  insulate  $12,500  from  taxation  from  each  State.  Under 
(ii),  the  retiree  could  select  any  other  allocation  that  adds  up  to  $25,000,  presumably 
maximizing  the  value  of  the  exemption  by  targeting  the  State  with  the  higher  income 
tax  rate.  My  preference  is  the  second  alternative  for  reasons  of  equity;  in  terms  of 
the  value  of  the  exemption,  it  puts  the  taxpayer  who  has  worked  in  more  than  one 
State  on  equal  footing  with  a  taxpayer  who  works  in  a  single  State  and  retires 
elsewhere. 

With  respect  to  a  plan  in  which  payments  may  be  made  to  more  than  one  individual, 
the  employee  while  alive  should  have  the  right  to  elect  the  one-time  S25,000 
exemption.  For  example,  if  the  employee  selects  a  joint  and  survivor  annuity  with 
his  or  her  spouse,  I  would  not  require  the  spouse's  joinder  in  the  election.  Under 
some  plans,  after  the  employee's  death  one  or  more  beneficiaries  will  receive 
payments.  Such  payments  will  not  necessarily  constitute  income  for  State  tax 
purposes;  this  depends  on  the  particular  State  income  tax  statute  and  how  it  relates 
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to  the  State's  estate  or  inheritance  tax  system.  If  the  employee  did  not  make  the 
election  prior  to  his  or  her  death,  the  benericiar>'  should  be  able  to  elect  the 
exemption.  If  there  are  multiple  beneHciaries,  the  S25.000  exemption  should  be 
prorated  among  them  according  to  the  value  of  their  interests.  Probably  the 
beneficiaries  should  have  the  right  by  unanimous  agreement  to  make  a  different 
allocation.  Due  to  differing  circumstances  of  beneficiaries,  sometimes  one  bcneficiarv 
would  not  realize  any  value  from  a  proportio'*ate  allocation,  but  the  other 
beneficiaries  would  benefit  from  a  greater  allocation. 


H.R.  546  and  H.R.  702  define  "qualified  pension  income"  for  source  tax  purposes 
by  reference  to  specific  sections  of  the  internal  revenue  code.  Do  you  have  any 
comments  or  suggestions  as  to  the  appropriateness  of  the  provisions  cited,  e.g.,  are 
there  other  types  of  pension  payments  that  should  be  included?  Are  there  any  listed 
in  these  bills  that  should  not  receive  preferential  source  tax  treatment? 

Answer.  The  definition  of  "qualified  plans"  to  be  shielded  from  State  income 
taxation,  accomplished  by  reference  to  sections  of  the  Internal  Revenue  Code,  seems 
comprehensive  and  complete. 

Plans  for  self-employed  individuals  under  section  401(c)  (often  called  Keogh  plans) 
are  not  listed  separately.  Adding  them  to  the  list  may  be  unnecessary  because  they 
also  fall  under  section  401(a),  but  an  addition  might  further  claritv.  Elsewhere  it 
seems  the  drafters  tried  to  list  all  plans,  not^vithstanding  overlap—for  example,  the 
simplified  employee  pension  (subsection  (B)  of  the  definition)  does  not  need  separate 
enumeration  because  it  would  also  count  as  a  section  401(a)  plan. 

With  respect  to  the  individual  retirement  plan  (subsection  (E)  of  the  definition), 
many  taxpayers  make  contributions  to  such  plans  that  are  not  tax  deductible,  and 
thus  distributions  from  such  plans  are  not  fully  taxable  as  income.  The  bill, 
however,  does  not  need  revision  to  take  account  of  the  fact  that  often  only  part  of 
the  distributions  from  such  plans  represent  income. 

With  respect  to  the  governmental  plan  described  in  I.R.C.  §  414(d)  (subsection  (G) 
of  the  definition),  I  do  not  understand  the  purpose  for  the  last  clause  (the  words 
"other  than  a  plan  established  by  a  State  or  political  subdivision  of  a  State,  or  an 
agency  or  instrumentality  of  either").  Most  State  government  retirement  plans  are 
covered  by  I.R.C.  §  457.  which  is  included  as  subsection  (F)  of  the  definition. 
However,  some  State  plans  established  prior  to  July  1,  1988,  may  be  grandfathered 
but  may  still  be  operating  as  governmental  plans  under  section  414(d).  If  the  intent 
is  to  protect  all  State  employees  who  become  nonresident  from  the  income  tax 
systems  of  their  former  States,  then  there  is  a  statutor>'  loophole.  State  employees 
who  receive  payments  under  some  section  414(d)  plans  apparently  remain  taxable. 
Thus,  I  recommend  deletion  of  the  last  clause  of  subsection  (G). 
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It  is  our  understanding  that  if  a  American  retires  to  a  foreign  country ,  he  or  she 
remains  subject  to  U.S.  Federal  income  tax  on  any  pension  payments  received 
thereafter.  Is  there  any  basis  for  restricting  State  authority  to  tax  nonresident 
pension  income  while  allowing  Federal  taxation  of  pension  income  received  by 
Americans  living  abroad? 

Answer.  In  the  context  of  Federal  in<-ome  taxation,  analogous  issues  are  raised  when 
an  individual  earns  a  pension  in  the  United  States  and  retires  in  a  foreign  countr>'. 
Under  the  Internal  Revenue  Code,  the  pension  payments  are  taxable,  as  source 
income,  whether  or  no;  the  retiree  is  or  remains  a  United  States  citizen. 

If  Congress  restricts  State  authority  to  tax  the  nonresident  pension  income,  should 
it  grant  a  similar  Federal  income  tax  exemption  to  individuals  who  retire  abroad  for 
reasons  of  consistency  and  fairness?  For  Americans  who  retire  abroad  but  retain 
their  United  States  citizenship,  unquestionably  their  pensions  should  remain  fully 
subject  to  Federal  income  tax.  They  still  have  the  benefits  of  citizenship,  and  United 
States  citizens  are  fully  taxable  on  income  from  all  sources  throughout  the  world. 
The  domestic  parallel  is  a  person  who  buys  an  out-of-State  retirement  home,  but 
remains  domiciled  in  the  State  where  he  or  she  had  worked.  Because  that  person 
is  still  legally  a  resident  of  the  State  of  former  employment,  none  of  the  proposed 
bills  would  strip  that  State  of  taxing  authority. 

Thus,  the  analogous  problem  at  the  Federal  level  involves  only  nonresident  alien 
individuals  (both  expatriates  and  persons  who  never  were  United  States  citizens). 
If  Congress  limits  State  taxation  of  nonresident  individuals'  pension  income,  at  the 
Federal  level  are  nonresident  aliens  similarly  situated?  The  answer  is  "yes"  if  the 
rationale  for  Congressional  action  is  that  former  residents  no  longer  receive  benefits 
from  their  post-retirement  tax  payments,  but  instead  they  support  their  new 
government.  This  rationale,  however,  I  find  unpersuasive,  as  I  previously  stated  in 
my  testimony.  Congressional  action,  if  appropriate,  is  called  for  because  of  the 
practical  difficulties  of  State  tax  administration.  To  implement  a  consistent  and  fair 
system  of  administration.  States  will  have  to  solve  substantial  problems  of  locating 
interstate  retirees,  tracking  their  retirement  income,  ascertaining  what  proportion 
of  such  income  one  or  more  States  of  former  residence  may  legitimately  tax,  and 
devising  a  withholding  system.  While  I  am  not  aware  of  any  empirical  data  related 
to  pension  payments  to  nonresident  alien  individuals  from  United  States  sources,  it 
strikes  me  that  the  practical  difficulties  of  tax  administration  at  the  Federal  level  are 
not  severe.  Foreign  retirement  is  much  rarer  than  interstate  retirement,  and  with 
only  one  Federal  government  compared  to  fifty  States,  there  is  little  risk  of  having 
several  different  taxing  jurisdictions  assert  claims  to  the  same  pension  income. 
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Mr.  Duncan  tcstifled  that  State-imposed  nonresident  income  taxes  on  pension  income 
avoid  inequality  between  in-State  and  out-of-State  retirees.  To  «hat  extent  are 
efforts  to  assure  tax  fairness  undermined  by  the  fact  that  "source  tax"  States  are 
apparently  much  more  aggressive  in  pursuing  former  State  employees  than  private 
sector  nonresident  retirees? 

Answer.  Some  testimony  indicated  that  certain  ^^tates  are  much  more  aggressive  in 
taxing  the  pension  income  of  nonresidents  who  are  former  State  employees  rather 
than  private-sector  employees.  Whether  such  a  practice  is  equitable  or  fair  depends 
upon  which  groups  of  taxpayers  we  consider  to  be  similarly  situated.  One 
comparison  is  between  State  employees  who  retire  out-of-Statc  and  State  employees 
who  remain  intrastate.  These  groups  are  similarly  situated,  and  in  principle  if  the 
in-State  retirees  are  taxed  on  their  deferred  pension  income,  the  out-of-State  retirees 
should  be  taxed  likewise.  See  Hellerstein  &  Smith,  State  Taxation  of  Nonresidents' 
Pension  Income,  Tax  Notes,  July  13,  1992,  at  225.  From  this  standpoint,  the  State 
practice  of  aggressive  pursuit  of  its  former  employees  who  now  reside  out-of-State 
in  laudable  in  terms  of  equity  and  fairness. 

The  other  comparison  is  between  nonresident  State  employees  and  nonresident 
private-sector  employees,  and  here  the  practice  described  above  raises  substantial  tax 
policy  concerns.  These  groups  are,  I  believe,  similarly  situated.  Taxpayers  in  both 
groups  earned  income  from  in-State  sources,  the  taxation  of  which  was  deferred.  In 
both  cases,  taxpayers  who  benefltted  from  deferral  should  have  had  the  expectation 
that  the  State  would  tax  the  pension  income  later,  upon  receipt.  Moreover,  there  is 
no  statutory  basis  for  the  States  to  discriminate  between  these  two  groups.  State 
income  tax  statutes  generally  impose  tax  on  the  income  of  nonresidents  from  all 
sources  within  the  State,  regardless  of  whether  the  source  is  public  or  private.  If 
State  tax  authorities  make  no  consistent  efforts  to  tax  the  pension  income  of  private- 
sector  former  residents,  this  group  receives  the  beneflt  of  de  facto  tax  forgiveness. 
See  Smith  &  Hellerstein,  State  Taxation  of  Federallv  Deferred  Income:  The 
Interstate  Dimension.  44  Tax  L.  Rev.  349,  354-56  (1989). 

State  tax  administrators  may  attempt  to  justify  the  differential  treatment  by  pointing 
out  enforcement  is  easier  for  former  State  employees  because  the  State  itself  pays  the 
pension  and  has  all  the  relevant  employment  records—no  information  need  be 
acquired  from  third-party  employers.  This  explanation  may  be  satisfactory  as  a 
short-term,  temporary  expedient;  it  may  not  be  feasible  to  require  that  a  State 
immediately  enforce  its  tax  code  against  both  groups.  In  my  opinion,  however,  a 
long-term  strategy  of  taxing  the  pension  income  of  nonresident  former  State 
employees  while  forgiving  tax  on  the  pension  income  of  nonresident  private-sector 
employees  is  unfair  to  the  State  employees. 
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The  July  14,  1993,  memorandum,  entitled  "Congressional  Power  to  Proscribe 
Certain  Taxes,"  prepared  by  the  American  Law  Division  of  the  Congressional 
Research  Service,  concludes  that  Congress  has  the  authority  under  the  Commerce 
clause  to  prohibit  State  taxation  of  nonresident  pension  income.  Do  you  have  any 
comments  on  either  this  conclusion  or  the  analysis  employed  in  reaching  it? 

Answer.  I  agree  with  the  conclusion  reached  in  the  July  14,  1993  Memorandum 
prepared  by  the  Congressional  Research  Service.  Congress  has  authority  under  the 
Commerce  Clause  to  prohibit  State  taxation  of  nonresidents'  pension  income.  The 
transactions  at  issue  are  within  interstate  commerce.  Long  ago  a  person's  decision 
to  move  to  another  State  and  a  person's  receipt  of  pension  payments  may  have  been 
viewed  as  personal  in  nature,  and  not  as  "commerce,"  but  modern  Supreme  Court 
cases  define  commerce  expansively. 

A  Tenth  Amendment  argument  could  be  raised  under  New  York  v.  United  States. 
112  S.  Ct.  2408  (1992),  that  Congress  may  not  exercise  its  commerce  power  directly 
to  regulate  the  States,  but  must  limit  its  exercise  to  the  regulation  of  individuals  who 
are  engaged  in  interstate  commerce.  New  York  held  that  Congress  could  not 
regulate  the  interstate  disposal  of  low-level  radioactive  waste  by  requiring  that  States 
regulate  waste  in  accordance  with  Federal  specifications.  Moreover,  Tenth 
Amendment  concerns  may  be  heightened  to  the  extent  that  Congress  prohibits  States 
from  taxing  the  pension  incoDie  of  former  State  employees.  See  Garcia  v  San 
Antonio  Metropolitan  Transit  Authority.  469  U.S.  528  (1985)  (five-to-four  decision), 
overruling  National  League  of  Cities  v.  Usery.  426  U.S.  833  (1976)  (five-to-four 
decision).  CL  Coenen,  Untangling  the  Market-Participant  Exemption  to  the 
Dormant  Commerce  Clause,  88  Mich.  L.  Rev.  395  (1989)  (for  purpose  of  dormant 
Commerce  Clause,  State's  interests  are  entitled  to  more  deference  when  State  acts 
as  market  participant,  rather  than  as  regulator  of  private  interests). 

The  CRS  Memorandum  briefly  mentions  New  York,  distinguishing  it  on  the  basis 
that  New  York  involved  a  Congressional  attempt  "to  regulate  the  States  as  States," 
but  the  proposed  act  would  only  "displace  state  law  in  its  impact  upon  private 
conduct"  (p.2).  I  am  not  persuaded  that  this  feature  distinguishes  New  York.  The 
proposed  act,  in  my  opinion,  does  not  speak  primarily  to  private  individuals;  instead 
it  directly  requires  that  the  State  refrain  from  taxing  certain  interstate  transactions. 
For  other  reasons,  however,  a  broad  interpretation  of  New  York  so  as  to  jeopardize 
the  proposed  prohibition  of  State  taxation  of  nonresidents'  pension  income  seems 
highly  unlikely.  New  York  focused  on  the  Federal  government  ordering  the  States 
to  regulate  in  a  certain  manner,  rather  than  displacing  State  regulation.  An 
affirmative  command  that  the  State  adopt  a  particular  regulatory  scheme  intrudes 
much  more  on  State  sovereignty  than  denying  the  State  authority  to  regulate  a 
certain  matter.  Despite  some  expansive  language  in  the  Court's  opinion  in  New 
York,  it  seems  doubtful  that  the  Court  intended  to  fashion  a  new  limit  on  the  well- 
established  Congressional  power  to  preempt  State  regulation  or  taxation  of  interstate 
commerce.  Such  a  rule  would  necessitate  the  overruling  or  severe  limitation  of  a 
good  many  Supreme  Court  precedents,  including  several  discussed  in  the  CRS 
Memorandum. 
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iitu  Pt  Ccori^ia  aiiJ  of  counsel  lo  the  law  firm  of  tvlor- 
risoii  &  Focrster:  fames  Charles  Smith  is  professor  of 
law  at  the  University  of  Georgia. 

In  this  article.  Hcllerslew  and  Smith  examine  the 
isjiirs  raised  hu  the  efforts  of  some  states  lo  tax  the 
pension  income  of  their  former  residents  and  of 
ftroposeJ  conviressional  legislation  lo  forbid  such  taxa- 
tion. Thcu  contend  that  there  is  no  sound  theoretical 
basis  for  depriving  stales  in  which  deferred  income  is 
earned  of  the  right  to  lax  such  income.  In  their  iiidg- 
nient,  the  critical  issues  raised  by  stale  taxation  of 
nonresident  pension  income  are  practical,  not  theoreti- 
cal. Because  states  lack  the  constitutional  power  lo  tax 
llie  portion  of  a  nonresident's  pension  income  thai 
ri-ilecis  accumulations  during  Ihe  time  the  taxpayer 
was  not  a  resident  of  Ihe  taxing  state,  slates  must  limit 
their  taxation  of  nonresident  pension  income  to  Ihe 
income  thai  was  earned  bu  the  retiree  in  Ihe  state  or 
that  ti'iii  accumulated  irliile  the  retiree  was  a  resident 
of  Ihe  taxing  stale.  In  addition,  j/iifrs  must  have  a 
incchanisin  for  tracing  Ihe  precise  amount  of  a  retiree's 
pension  income  that  is  properlu  atlribulabte  to  Ihe 
taxing  slate  when  Ihe  income  is  attributable  lo  the 
retirees  earnings  in  several  Hales  Hellerstein  and 
Smith  conclude  that  these  difficulties  mau  justify  Ihe 
proposed  congressional  restriction,  although  they  ob- 
serve llial  stales  mav  read  lo  such  legislation  bu  seek- 
ing 10  lax  departing  residents  on  llieir  accrued  pension 
income. 


Were  there  jn  award  for  tax  controversies  that 
generate  more  heat  than  light,  the  debate  over  state  taxa- 
tion ol  nonresidents'  pension  income  would  be  well 
deserving  ol  the  honor  Marching  under  the  banner  of 
"taxation  without  representation. '  organizations  such  as 
RESIST  (Retirees  to  Eliminate  Slate  Income  Source  Tax) 
rail  .igainst  states  whose  'Gestapo  tactics  "  are  forcing 
retired  workers  into  'financial  slavery  "  by  taxing  the 
pensions  o(  former  residents'  A  US  Senator,  reminding 
us  that  the  untair  tax  policies  of  a  distant  monarch  ig- 


nited the  Revolutionary  War.  declares  thai  "(tlodav  if 
IS  not  a  distant  monarch,  bul  nearby  Slate  go .  cmments 
that  expect  something  for  nothing"  by  taxing  nonresi- 
dents- In  response  to  these  anguished  pleas,  bills  in- 
troduced into  Congress  seek  to  bar  stales  from  taxing 
the  pension  income  of  their  tormer  residents/"  Indeed, 
a  recent  report  declares  that  "Congress  this  year  i> 
likely  to  pass  legislation  that  would  prohibit  stales 
from  taxing  Ihe  pension  income  of  former  residents 
now  living  in  other  stales."' 

While  there  mav  be  sound  policy  reasons  for  forbid- 
ding state  taxation  of  nonresident  pension  income,  ihev 
have  vet  to  emerge  clearly  from  the  rhetoric  that  has 
thus  tar  dominated  the  debate  over  the  pension  tax 
issue.  Our  purpose  here  is  to  examine  the  questions 
raised  bv  the  controversy  over  state  taxation  of  non- 
resident pensions  in  the  hope  that  dispassionate 
analvsis  of  the  problem  may  contribute  to  a  fair  solu- 
tion of  It. 


I.     STATE  TAXATION  OF  PERSONAL  INCOME: 
GENERAL  PRINCIPLES 

There  are  two  fundamental,  but  alternative,  predi- 
cates tor  state  power  lo  tax  income:  residence  and 
source.  In  articulating  the  residence-based  theory,  the 
Supreme  Court  has  declared; 

That  the  receipt  of  income  by  a  resident  of  the 
lerritorv  of  a  taxing  sovereignty  is  a  taxable  event 
IS  universally  recognized.  Domicile,  itself,  affords 
a  basis  lor  such  taxation.  Enjoyment  of  the 
privileges  of  residence  in  the  state  and  the  atten- 
dant right  to  invoke  the  protection  of  its  laws  are 
inseparable  from  the  responsibility  tor  sharing 
Ihe  costs  of  government.* 


'Di.-  T'lKi  Blue  Line  21  (Julv  19OT)  (reprinted  from  K.drriiirii/ 
Li/.' I  Mav  W8<)») 


•Cu.iy  Rec.  SI189  (daily  cd.  )an.  24,  1991)  (remarks  of  Son 
licid  (b-Nev.)). 

'See.  CR.,  S.  267.  102d  Cone.,  1st  Scss.  (1991):  H.R.  1?31, 
I02d  CoK  .  1st  Sess  (1991)  The  proposed  leuisliuon 
provides  thai  "Inlo  Stale  mav  impose  an  income  lax  on 
the  pension  or  retirement  income  of  any  individual  who  is 
nut  a  resident  or  domiciliary  ol  such  Slate.' 

'Bureau  «(  National  Affairs.  Dailu  Tax  Krnort.  C-1  (May  II. 
1992),  ■/  H/v/iliv/ils  &  Doeuniems.  Mav  U.  1992,  p    1695. 

'Neu-  )ork  ex  rcl.  Colm  v  Cratv>.  300  US.  308.  312  (1937); 
see  ot>o  Uiwrence  v.  Stale  Tax  Com  in  n.  286  U.S.  276  (1932). 
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In  articulating  the  source-based  theory,  the  Court 
has  observed: 

In  our  system  ot  government  the  States  have 
general  dominion,  and,  saving  as  restricted  by 
particular  provisions  of  the  Federal  Constitution, 
complete  dominion  over  all  persons,  property, 
and  business  transactions  within  their  borders; 
they  assume  and  perform  the  dutv  of  preserving 
and  protecting  all  such  persons,  property,  and 
business,  and,  in  consequence,  have  the  power 
normally  pertaining  to  governments  to  resort  to 
all  reasonable  forms  of  taxation  in  order  to  defray 
the  governmental  expenses.  .  .  .  That  the  State, 
from  whose  laws  property  and  business  and  in- 
dustry derive  the  protection  and  security  without 
which  production  and  gainful  occupation  would 
be  impossible,  is  debarred  from  exacting  a  share 
of  those  gains  in  the  form  of  income  taxes  (or  the 
support  of  government,  is  a  proposition  so  whol- 
ly inconsistent  with  fundamental  principles  as  to 
be  reluted  by  its  mere  statement." 
From  these  two  theories  of  taxing  jurisdiction 
emerge  the  settled  constitutional  principles  that  a  stale 
mav  tax  residents  on  their  income  from  all  sources"  and 
nonresidents  on  their  income  from  sources  within  the 
slate  '    These  constitutional  principles  are  reflected  in 
the  state  statutes  that  generally  tax  residents  on  all  of 
their  income  wherever  earned'  while  taxing  nonresi- 
dents on  their  income  derived  from  sources  within  the 
state.'" 

II.      STATE  TAXATION  OF  FEDERALLY  DEFERRED 
INCOME:  GENERAL  PRINCIPLES" 

Most  stales  that  impose  income  taxes  conform  their 
IcviL's  to  the  federal  model.'-  Consequently,  when  in- 
come IS  realized  but  not  recognized  at  the  federal  level 
—  for  example,  when  a  taxpayer  reinvests  the  gain 
from  the  sale  of  his  former  residence  in  a  new 
residence."  or  when  a  taxpayer  realizes  gain  from  the 
exchange  of  like-kind  property"  —  stales  typically  fol- 
low the  federal  rule  in  deferring  recognition  of  that 
income.  On  the  assumption  that  stale  conformity  to  the 
federal  nonrecognition  rules  reflects  an  implicit 
endorsement  ot  the  policies  underlying  those  rules, 
state  deferral  ordinarily  raises  no  issue  independent  of 
those  raised  by  tederal  deferral. 


'Shalfrr  r  Carter.  252  U  S  37,  50-51  (1920) 

■U.  at  57 

'Id. 

"2  Jerome  R  Hellcrstein  St  Walter  Hcllerstcm.  Slate  Taio- 
//oirpara.  20  04|2|  (1992) 

"'m  para   20  05(21. 

"The  lollowinc  discussion  draws  trcelv  from  lames  C 
Smith  ic  Walter  Hellcrsrcin,  "Slate  Taxation  of  Federally 
Deterred  Income*  The  Interstate  Dimension,"  44  Tax  L-  Rev. 
349  (19K9) 

'■Tvpicallv,  states  adopt  federal  adiusied  gross  income  as 
(heir  computational  starting  point  tor  deiermininp  stale  per- 
gonal income  tax  liability  iif  Hellerslein  &  Hellerstein,  note 
9  iiipra.  para.  20.02. 

'  M  R  C   section  1034. 

"1  R.C.  section  1031. 


When  nonrecognition  transactions  have  an  inter- 
state dimension,  however,  issues  are  raised  at  the  state 
level  that  are  not  usually  encountered  at  the  tederal 
level.  For  example,  when  a  taxpayer  reinvests  the  cam 
from  tne  sale  of  his  former  residence  in  a  new  residence 
in  a  different  state  or  when  a  taxpayer  realizes  gain 
from  the  exchange  of  like-kind  property  through  the 
acquisition  of  property  in  another  state,  one  must  ad- 
dress not  only  the  question  of  when  income  is  recog- 
nized, but  also  the  question  of  where  it  is  recognized. 


The  federal  Constitution  does  not  neces- 
sitate ttie  de  facto  policy  of  ignoring  the 
federally  deferred  income  of  former  resi- 
dents. 


In  an  article  published  several  years  ago  in  the  Tjx 
Law  Review.'^  we  explored  the  issues  of  (ax  policv  and 
constitutional  law  raised  by  state  taxation  of  nonrecog- 
nition transactions  that  cross  state  lines.  We  focused  on 
two  discrete  nonrecognition  transactions:  (I )  nonrecog- 
nition ot  gain  from  the  sale  of  a  pnncipal  residence  bv 
a  taxpayer  who  moves  to  another  state  and  (2)  non- 
recognition  of  gain  from  the  exchange  of  like-kind 
properly  located  in  different  states.  Although  we  did 
not  concentrate  on  the  precise  subject  of  this  article  — 
deferred  compensation  arrangements  involving  tax- 
payers who  do  not  reside  in  the  state  of  their  former 
employment  —  nuny  of  the  principles  discussed  and 
conclusions  reached  in  our  earlier  article  are  equally 
germane  here.  We  therefore  summarize  briefly  these 
pnnciples  and  conclusions  insofar  as  they  are  relevant 
to  the  matter  at  hand. 

First,  most  states'  existing  income  tax  statutes  im- 
plicitly provide  for  taxation  of  federally  deferred  in- 
come earned  from  sources  within  the  state  when  that 
income  is  federally  recognized.  This  is  true  even  if  the 
taxpayer  no  longer  has  any  continuing  contact  with  the 
stale  in  the  year  of  recognition.  For  example,  Georgia's 
statute,  which  is  typical  of  most  states,  imposes  a  tax 
"upon  every  nonresident  with  respect  to  his  Georgia 
taxable  net  income  .  .  .  from  services  performed, 
property  owned,  or  from  business  carried  on  in  this 
state.""  "Georgia  taxable  net  income"  is  defined  as  the 
taxpayer's  federal  adjusted  gross  income,  with  state 
adjustments  not  relevant  here"  In  light  of  the  fact  that 
(1)  a  taxpayer's  federal  ad|usted  gross  income  includes 
all  income  that  is  recognized  for  federal  tax  purposes, 
including  income  that  was  realized  in  prior  years,  but 
whose  recognition  was  deferred  to  the  current  year, 
and  (2)  the  Georgia  statute  does  not  exclude  from  its 
federally  based  definition  of  taxable  income  Georgia- 
source  income  that  is  recognized  in  a  subsequent  vear 
by  someone  who  no  longer  lives  or  works  in  Georgia, 
it  follows  that  when  Georgia-source  income  is  recog- 
nized for  federal  tax  purposes  it  is  taxable  under  the 


"Srt  note  U  supra. 

'*Ca  Code  Ann.  section  48-7-20  (Supp.  1991). 

"/J.  48-7-27(a). 


148 


COMMENTARY  /  SPEOAL  REPORT 


Georqia  statute.  The  same  analysis  would  obtain  in  the 
overwhelming  majority  ot  states. '" 

Second,  state  taxing  authorities  generally  make  no 
eWort  to  lax  the  iederally  deferred  gain  of  taxpayers 
who  are  former  residents  at  the  time  of  federal  recog- 
nition "This  amounts  to  a  Jf/ncto  policy  of  tax  forgive- 
ness, explainable  as  the  interaction  of  two  factors:  (1) 
the  state  s  lack  of  statutory  authonty  to  tax  the  deferred 
income  when  it  is  realized  because  it  is  not  recognized 
for  federal  (and  hence  for  state)  purposes  and  (2)  the 
practical  difficulties  of  taxing  the  income  when  it  is 
recognized  for  federal  (and  hence  for  state)  tax  pur- 
poses at  a  time  when  most  former  residents  will  have 
tew  continumg  ties  to  the  taxing  slate. 


There  is  no  sound  theoretical  basis  for 
depriving  states  where  deferred  pension  in- 
come is  earned  of  the  right  to  tax  such  in- 
come when  it  is  recognized  for  federal 
income  tax  purposes 


Third,  the  federal  Constitution  does  not  necessitate 
thf  lie  liKto  policy  of  ignoring  the  federally  deferred 
income  of  former  residents.  States  plainly  possess  the 
power,  under  the  Due  Process  Clause,  to  tax  income 
derived  from  sources  within  the  state,  even  if  the  in- 
come IS  recognized  years  later  when  the  taxpayer  no 
longer  has  .my  connection  with  the  stale.  Whatever 
may  be  the  practical  problems  in  collecting  a  tax  on 
such  income  —  problems  we  consider  below  —  the 
Lonstituiionally  sufficient  nexus  that  the  stale  has  with 
the  income  when  it  was  earned  does  not  evaporate 
merelv  because  the  income  earner  has  severed  his  ties 
with  the  state  and  the  state  has  chosen  to  postpone 
taxation  of  the  income  for  policv  reasons. 

Pourth.  apart  from  considerations  of  administrative 
leasibilily.  there  are  no  compelling  policy  reasons  why 
,1  btale  in  which  income  was  earned,  but  which  has 
cho:>en  to  follow  the  federal  deferred  recognition  rules, 
should  not  tax  such  income  when  it  is  recognized  for 
lederal  lax  purposes.  The  factors  thai  ordinarilv  (ustifv 
iho  >iate  b  exercise  ol  its  taxing  power  over  income  that 
ha>  Its  Miurce  in  the  state  apply  with  no  less  force 


'^Hellerilcin  i  Hellersloin.  note  9  miira.  \>ata.  20.02. 

'"One  exception  lu  this  generalization  is  Michigan: 

li  an  individual  chani;es  hi^  ur  fier  Jumicile  from 
\lii:hii:<in  to  another  >talc.  the  if,%JCf,Hk!  amount  cunlnbuicd 
lo  .1  deterred  nimpensafion  plan  toceihcr  with  intcresl  ttial 
i\i^  .iccruL'd  Ihruu^n  the  dale  mi  the  dumicilv  cfunge  is  subiect 
ui  .VticfiKdn  income  tax  when  tfie  taxpayer  begins  to  receive 
Ji^lnbiitions  irum  ific  plan. 

S\ich  Hcu.  AJmin  Bull.  1988-15.  (2  Mich.|  il  T.u  Rlpr 
iCCHl  pjr.i.  319HU4  Wfiile  Michigan  nm  > I O.OUO  exclusion 
lor  ccriain  pcnMon  and  retirement  benciits,  ottier  deterred 
oompen>«itit>n  arrani^emcntb  du  noi  quality  tur  exclusion.  IJ. 
The  MichiKan  Court  of  Appeals  recently  susiaified  the  ap- 
plicatiun  ot  this  policy  lo  a  former  Michit;an  resident  wlio 
relircJ  to  Florida.  Mottt-r  i-.  Department  ol  Treasury.  .Mo. 
I237R6.  1992  .Mich.  App.  Lexis  131  iCl.  App.  April  6.  1992). 


merely  because  the  state  has  decided  to  defer  recogni- 
tion ol  such  mcome." 

Indeed,  from  the  standpoint  of  equity  and  efficiency, 
a  slate's  failure  to  recognize  the  deferred  income  when 
it  IS  federally  recognized  is  generally  undesirable. 
Equity  dictates  that  taxpayers  who  are  similarly 
situated  should  bear  equivalent  tax  burdens.  Taxpayers 
who  do  not  change  their  slate  of  residence  will  pay 
state  income  tax  on  their  federally  deferred  income 
when  it  is  federally  recognized.  But  if  a  taxpayer 
changes  his  state  of  residence  between  the  time  of  in- 
come realization  and  the  tame  of  income  recognition, 
there  is  a  risk  that  the  taxpayer's  slate  of  new  residence 
will  not  tax  the  federally  recognized  income.  When  this 
happens,  the  relocating  taxpayer  in  essence  achieves 
tax  forgiveness  at  the  state  level,  even  though  his  ar- 
cumstances  are  identical  with  those  of  the  remaining 
resident  taxpayers  in  ail  relevant  respects. 

Efficiency  in  this  context  means  tax  neutrality,  i.e.. 
whether  a  state  income  tax  system,  in  its  treatment  oi 
deferred  income,  is  economically  neutral  vn-a-vn  a 
person  s  decision  lo  remain  a  resident  or  lo  move  to 
another  state.  A  taxing  regime  is  efficient  in  this  respect 
if  a  taxpayer  is  neither  penalized  nor  advantaged  by 
reason  of  his  decision  to  change  his  state  of  residence. 
On  the  other  hand,  a  taxing  regime  is  inefficient  if,  for 
example,  a  taxpayer  who  relocates  oul-of-slale  escapes 
taxation  because  neither  the  old  slate  nor  the  new  stale 
taxes  the  deferred  income  when  it  is  federally  recog- 
nized. 

III.     STATE  TAXATION  OF  FEDERALLY  DEFERRED 
INCOME:  NONRESIDENT  PENSION  INCOME 

On  the  basis  of  the  foregoing  discussion,  we  believe 
that  there  is  no  sound  theorehcal  basis  for  depriving 
states  where  deferred  pension  income  is  earned  of  the 
right  to  tax  such  income  when  it  is  recognized  for 
federal  income  tax  purposes  merely  because  the  retiree 
no  longer  resides  in  the  taxing  slate.  In  fact,  as  a  matter 
of  theory,  the  opposite  policy  is  desirable.  If  slates  tax 
the  deferred  pension  income  of  their  continuing  resi- 
dents when  il  is  federally  recognized,  in  principle  they 
should  likewise  tax  the  pension  income  of  former  resi- 
dents to  the  extent  it  represents  income  earned  while 
the  taxpayer  resided  in  the  taxing  |urisdiction. 

A.    Reasons  Advanced  for  Congressional 
Intervention 

The  objections  that  have  generally  been  raised  to 
stale  taxation  of  former  residents'  pension  income  on 
the  basis  of  principle  stnke  us  as  ludicrous.  The  essen- 
tial argument,  as  arhculaled  by  Senator  Harry  Reid 


-*To  reiterate  the  underlying  rationale  for  source-based 
taxation,  the  proposition  ~|tjhat  the  State,  frtHn  wlrase  laws 
property  and  business  and  industry  derive  the  protccnon  and 
secuntv  without  which  production  and  gain/ul  occupation 
would  be  impossible,  is  debarred  from  exacting  a  share  nf 
those  gains  in  Ihe  form  of  iiKome  taxes  for  the  support  ol 
government,  is  ...  so  wholly  inconsistent  with  fundamental 
pnnaplcs  as  to  be  refuted  bv  its  mere  stalemeni.'  Netu  Viirt 
ex  rel.  Cohn  v.  Cnvn.  300  U.S.  308.  312  (1937). 


149 


COMMENTARY  /  SPECIAL  REPORT 


(D-Nev. ),  who  has  introduced  legislation  to  bar  states 
trom  taxing  nonresidents    pensions, •■  goes  as  tollows: 
(TJhe  issue  of  taxation  without  representation 
was  supposedly  resolved  bv  the  Revolutionary 
War.  ... 

Today  .  unfair  taxation  has  another  name: 
State  source  income  tax.  Regardless  of 
euphemism,  it  is  the  same  injustice  our  ancestors 
fought. .  .  .  Taxation  without  representation. 


Indeed,  no  principle  is  more  firmly  estab- 
lished, both  internationally  and  domestical- 
ly, than  the  power  of  a  taxing  sovereign  to 
tax  income  on  the  basis  of  source .... 


In  the  late  18th  century,  American  colonists 
dumped  tea  into  Boston  Harbor  because  the  King 
of  England  was  unfairly  taxing  them.  Living  an 
ocean  awav  from  England,  the  colonists  did  not 
benetit  trom  British  roads,  bridges,  or  services, 
nor  were  they  invited  to  participate  in  British 
elections,  in  short,  the  colonists  paid  for  goods 
they  did  not  receive. 

Today  it  is  not  a  distant  monarch,  but  nearby 
State  governments  that  expect  something  for 
nothing.  Governments  that  cross  State  lines,  col- 
lect taxes  and  retreat,  offering  their  nonresident 
taxpayers  nothing  in  return. -- 

This  argument  rests  on  two  premises.  First,  only  those 
persons  who  have  the  right  to  vote  ought  to  be  subiect  to 
lax;  and  second,  (hose  who  are  taxed  ought  to  receive 
some  benefits  from  the  government's  expenditures  of  tax 
revenues.  As  to  the  first  premise,  whatever  principles  the 
Revolutionary  War  may  have  established,  an  inviolate 
link  between  the  right  to  vote  and  the  duly  to  pay  tax  is 
not  one  of  them.  Persons  who  lack  Ihe  right  to  vote  due 
lo  nonresidence  are  nonetheless  properly  taxable  on  the 
basis  of  source. ■■'  Indeed,  no  principle  is  more  firmly 
established,  both  internationally  and  domestically,  than 
the  power  of  a  taxing  sovereign  to  tax  income  on  the  basis 
of  source,  regardless  of  the  political  relationship  of  the 
income  earner  to  the  taxing  jurisdiction.  The  well-recog- 
nized power  that  the  United  Slates  .ind  Ihe  states  assert 
over  nonresidents  and  foreign  corporations-'  reflects  this 
deeply  ri»ted  rule  of  international  and  domestic  law  and 
practice. 


-'S  257.  102d  Cong..  1st  Sess.  (1991) 

"CoiK  Rcc.  S1189  (daily  cd.  Mav  24.  1991)  (remarks  of 
Sen   Rcid  (DNcv)) 

■'a  (irm  link  belwi-cn  Ihc  n^ht  to  reprcsentahon  <ind  the 
^tate  s  power  to  tax,  rigorously  .ippdcd.  would  lead  to 
preposterous  results.  Not  only  would  nonresidents  avoid 
laxanon  bv  (he  state  in  which  the  income  was  earned,  but 
residents  who  were  barred  trom  vodny;  would  receive 
windialls.  Income  earned  by  or  paid  lo  children  would  es- 
cape taxadnn.  Those  s(atcs  (hat  strip  lelons  o(  vodng 
privilei;e^  would  center  (ax  immunttv  (or  all  future  income 

■'Set  Bons  I  Didker  &  Lawrence  Lukkcn.  FunJamrnlals  of 
Inicrnmioiial  Taiflfion  Ch  66(1991):  Walter  Hcllcrslein.  "State 
Taxation  o(  Interstate  Business:  Perspectives  on  Two  Cen- 
turies of  Constitutional  Adiudication.    41  Tux  Uitv  37  (1987) 


The  second  line  ot  attack  —  that  the  state  ot  former 
residence  does  not  provide  benetits  lor  the  taxpayer  —  is 
also  unpersuasive.  It  is  true,  ot  course,  that  a  retiree  who 
has  completely  severed  his  ties  with  his  state  ot  former 
employment  may  in  fact  receive  no  benefits  trom  his  tax 
payments  after  Ins  reliremmt.  But  this  rrusses  the  mark 
because  it  looks  to  the  wrong  point  on  the  time  con- 
tinuum. Instead,  the  time  period  during  which  income 
was  earned  is  the  key.  The  state  provided  the  nonresident 
with  ample  benefits  —  in  the  form  of  roads,  police  and 
fire  protection,  and  other  governmental  services  —  n  hile 
the  income  was  being  earned  in  the  state.  The  fact  that 
the  income  is  taxed  at  a  time  when  the  nonresident  is  no 
longer  receiving  benetits  trom  a  state  does  not  mean  that 
such  benetits  were  nex'er  received.  Thus,  when  states  tax 
the  pension  income  that  nonresidents  have  earned  in  the 
state,  there  is  no  denial  ot  the  "benefit"  principle  on 
which  source  taxation  ulhmately  rests. 

Moreover,  it  is  a  strange  conception  of  "fairness"  in 
taxation  that  would  prevent  a  stale  from  taxing  income 
earned  within  its  borders,  and  with  respect  to  which 
the  state  has  presumably  accorded  substantial  benefits, 
merely  because  Ihe  state  has  permitted  the  taxpayer  to 
defer  recognition  of  such  income.  .After  all.  deferral  of 
recognition  is  a  matter  ot  legislative  grace.  The  state 
could  have  taxed  the  pension  rights  prior  to  retirement, 
when  they  were  earned."'  Had  it  done  so,  thereby 
recouping  a  fair  share  of  the  costs  of  government  while 


-''Difficutlics  can  anse  in  determining  Ihe  precise  time  at 
which  a  stale  may  tax  dclerrtxJ  compensation  arrangements,  m 
part  t>ecause  of  the  wide  diversirv  among  such  arrangements 
Cash-basis  taxpayers  generally  report  income  m  Ihc  year  ol  actual 
or  constructive  receipt.  Rep.  section  l..U6-l(c)(i).  Under  some 
types  of  plans,  the  taxpayer  cicarlv  does  rtjceivecash  and  then  elect 
to  contnbutc  to  a  (ax-de(erTrd  plan  (e.g.,  individual  retirement 
accounts.  Keogh  plan  accounts,  and  simplified  employee  pension 
accounts).  On  Ihe  otfier  hand,  insolar  as  tfie  dcferri?d  income  a-p- 
resenis  a  'mere  promise  lo  pay. "  then  it  would  not  be  income  lo  a 
cash-basis  taxpayer.  Sy.  eg.,  Antmd  v.  Commtssioner.  13  TC.  178 
(1949)  (iici).  1950-1  CB  1).  For  some  types  of  plans,  proper  treat- 
ment under  the  cash  receipt  and  disbursements  method  o(  account- 
ing IS  murky.  For  example,  emptovces  who  purcfiase  lax-dolerrcd 
annuities  through  salary  reduction  agreements  may  be  said  not  to 
have  received  income,  or  such  an  arrangement  may  be  charac- 
terized as  constructive  receipt,  pven  tfie  taxpayer's  control  o\  er 
the  process  and  abibrv  to  lemunale  tfie  arrangement. 

Accrual-method  accounting  provides  an  alternative  tor 
states  that  desire  to  tax  pension  rights  when  earned.  As  a 
matter  of  constitutional  law,  the  slate  could  clearly  require 
thai  taxpayers  report  deferred  compimsaiion  on  an  accrual 
basis  This  would  eliminate  the  need  to  deal  with  questions 
of  receipt  or  constructive  receipt  of  cash.  Under  the  accrual 
method,  deferred  compensation  would  be  reported  as  income 
when  all  the  events  have  occurred  which  fix  Ihe  right  to 
receive  such  income  and  the  amount  thereof  can  be  deter- 
mined with  reasonable  accuracy"  Reg.  section  I  446- 
llc)(l)(ii).  For  plans  in  which  emplbvrr  contributions  are  not 
vested  iniiiallv,  an  accrual  method  would  apparently  call  (or 
taking  Ihe  contributions  into  income  at  the  time  of  vesting. 

There  is  precedent  at  Ihe  firderal  level  for  requiring  that 
certain  taxpayers  use  an  accrual  method.  Si-f  I  K.C  44.S(a) 
(barring  cash  receipts  and  disbursements  method  inr  lax 
shelters.  C  corporations,  and  parmerships  wiiti  C  corpora- 
tions as  partners);  Bons  I.  Biltlter  U  Martin  |.  IVIcMahun.  jr. 
Ftderal  Ttixaiion  of  Individuals  36-7  (1988)  (merchants  and 
manufacturers  are  ordinarily  required  to  use  accrual  method 
(or  federal  income  tax  purposes). 


150 


COMMENTARY  /  SPECIAL  REPORT 


the  taxpayer  was  still  a  resident  and  shll  employed,  no 
obiection  on  the  basis  of  lack  ot  benelit  or  tairness 
could  conceiyablv  have  arisen.  Instead,  tollowing  the 
federal  model  ot  pension  taxation,  the  state  deterred 
the  tax  obligation  to  the  future,  when  the  retiree 
receives  pension  payments.  To  strip  the  state  of  its 
power  to  tax  such  income  because  it  has  accorded 
the  taxpayer  the  additional  benefit  ot  deferral  cannot 
be  supported  as  a  matter  of  tax  equity. 

B.    Tax  Policy  Considerations 

Proponents  of  a  congressional  ban  on  state  taxation 
of  nonresidents'  pension  income  have  failed  to  address 
meaningfully  the  real  issue;  i.e.,  what  is  the  ap- 
propriate treatment  of  the  taxpayer  who  moves  inter- 
stTte  trom  the  standpomt  of  sound  tax  policy?  Tax 
policy  analysis  requires  an  inquiry  into  the  equity,  ef- 
ficiency, and  administrability  of  the  tax  system.-' 


To  strip  the  state  of  its  power  to  tax  such 
income  because  it  has  accorded  the  tax- 
payer the  additional  benefit  of  deferral  can- 
not be  supported  as  a  matter  of  tax  equity. 


In  terms  ot  equity,  the  key  question  is  whether  a 
retiree  who  moves  out  of  state  alter  retirement  and  a 
retiree  who  continues  to  reside  in  his  state  of  employ- 
ment alter  retirement  are  similarly  situated.  Is  this  a 
distinction  that  lustities  differential  tax  treatment  for 
these  two  retirees'  deterred  employment  income?  The 
answer  is  "no  "  Both  taxpayers  earned  income  while 
residents  of  the  same  state,  both  en|oyed  the  same  ac- 
cess to  benefits  provided  by  that  state,  and  both 
profited  bv  the  same  deferred  recognition  rules  for 
retirement  income.  The  personal  choice  each  taxpayer 
makes  about  where  to  retire  should  not  have  state  tax 
consequences  with  respect  to  the  pension  income  al- 
ready earned.  The  issue  is  not  about  income  that  either 
or  both  taxpayers  will  earn  after  retirement  or  after  a 
chani;e  of  residence.^ 

But.  unless  the  former  state  ot  residence  seeks  to  tax 
the  pension  income  ot  former  residents,  there  is  great 
risk  that  the  in-state  retiree  and  the  out-of-state  retiree 
will  be  taxed  differently  Taxpayers  who  remain  resi- 
dents ot  their  state  ot  employment  after  retirement  will 


-•^^i-,-.  i;.j».,  R.  Mu^fxrave  &  P  Musgravc,  Public  Finance  in 
Tlhwu  .iiiJ  nmctia-  225  IMh  ed.  1984). 

"Obviously,  when  a  retiree  changes  his  state  of  residence, 
ttic  old  >tale  cannot  tax  his  income  ttiat  is  camcd  or  accrued 
afior  trie  date  ot  change  ot  residence,  except  to  the  extent  that 
such  income  derix  cs  from  sources  within  the  old  state.  CI 
M;Ji  K.-i'  A.lniin  Bull  1^88-15,  |:  Mich.j  Si.  r.i-i  Rl priCCH) 
para.  ."19-044,  quoted  in  note  IS)  Miora  iimphciilv  recoRnizini; 
this  prtiposilion  bv  taxinc  lormcr  rebidents  only  on  interest 
.iccrueU  on  deterred  compensation  plans  ifirou>;h  the  dale  ot 
domicile  change)  Por  this  reason,  pan  ot  the  pension  income 
paid  to  relocatmi;  residents  often  is  not  properly  taxable  by 
the  stale  ol  former  residence  To  the  extent  pension  oayments 
include  investmoni  income  earned  bince  the  change  of 
TL'sidcnce.  It  should  be  exempt  from  income  tax  by  the  state 
of  ftirmer  residence 


pay  state  income  tax  on  their  pension  income  when 
and  as  it  is  federally  recognized.  The  pension  income 
of  taxpayers  who  relocate,  however,  often  will  not  be 
not  subiected  to  an  etjuivalent  tax  by  their  state  ot 
retirement." 

Likewise,  efficiency  is  offended  if  the  pension  in- 
come of  retirees  who  move  interstate  escapes  the  tax 
imposed  on  retirees  who  chose  continuing  residence. 
The  concern,  an  issue  of  tax  neutrality,  is  whether  the 
state  income  tax  system  causes  retirees  to  alter  their 
behavior  with  respect  to  their  decision  where  to  live.-'' 
Here,  efficiency  analysis  dovetails  with  equity.  If  the 
state  of  retirement  fully  taxes  the  retirement  income  of 
the  new  resident,  there  is  no  efficiency  problem.  But 
often  this  will  not  be  the  case,  and  for  reasons  ot  ef- 
ficiency as  well  as  equity  the  tax  system  should  not 
influence  a  retired  employee's  decision  as  to  where  to 
retire.  It  should  not  penalize  retirees  who  elect  to  stay 
resident,  nor  should  it  create  a  tax  windfall  for  those 
who  load  the  moving  van. 

C.     Practical  Oitticulties 

Our  conclusion  that  there  is  no  theoretical  jus- 
tification tor  prohibiting  states  trom  taxing 
nonresidents'  pension  income  earned  within  their 
borders  does  not  mean  that  we  necessarily  oppose 
the  legislation  barring  states  trom  so  doing.  In  our 
judgment,  there  are  practical  problems  raised  by 
state  taxation  of  nonresident  pension  income  that 
may  nevertheless  )ustify  the  proposed  congressional 
restraint. 


-There  arc  two  reasons  why  the  slate  in  which  the  tax- 
payer retires  may  fail  to  tax  pension  income  earned  or  ac- 
cnjed  prior  to  the  taxpayer's  ctiange  in  residence.  First,  some 
stales,  like  Florida  and  Texas,  have  no  personal  income  lax 
Second,  there  is  a  plausible  constitutional  argument,  based 
on  due  process,  that  the  stale  of  retirement  cannot  fax  the 
retirement  income  to  the  extent  it  was  both  earned  and  ac- 
tually received  before  the  taxpayer  became  a  resident;  for 
example,  an  individual  retirement  account  (IRA)  or  similar 
account.  Sic.  e.g.,  Kcnncdv  i'  Comnnssioner  ol  Corpi  Cf  Tax  ii 
256  Mass  426,  152  N.E.  747  (1926)  (state  may  not  tax  income 
of  new  residents  received  from  sources  outside  state  during 
taxable  vear  but  prior  to  lime  fhcv  became  residents);  Miir- 
nane  v.  Cummissioner  of  Revenue.  (Mass  |  Sf  i  Loc  Tax  Scrv 
(P-H)  para  58.335.  at  58J83  (Feb.  23.  1987)  (state  cannot 
constifuhonally  tax  gain  recognized  by  new  resident  from 
sale  of  out-of-state  residence  when  gain  was  realized  while 
taxpayer  was  nonresident);  FTB  Ltr.  Rul.  No.  329,  |I  Call  St. 
Tax  Rep.  (CCH)  para.  16-557.40  Ouly  25.  1968)  (nonresident 
who  sells  principal  residence  and  purchases  new  residence 
in  California,  delernng  gain  for  federal  fax  purposes,  is  not 
required  to  reduce  basis  of  new  California  residence  by 
amount  of  deterred  gain  lor  California  tax  purposes) 

-"An  inefficient  outcome  results  if  a  retiree  has  the  follow- 
ing utility  schedule  He  would  preicr  to  remain  in  his  state 
of  emplovmcni  after  retirement,  were  if  the  case  that  his 
retircmeni  income  would  bear  the  same  lax  burden  wherever 
he  lives.  In  other  words,  apart  from  the  fax  system,  he  likes 
living  where  he  now  is  However,  he  in  fact  prefers  to  move 
to  some  out-of-state  locahon  because  he  perceives  that  his 
alreadv-earncd  renrcment  income  will  thereby  escape  state 
income  taxation. 
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1.  Distinguishing  taxable  deJerred  compensa- 
tion from  nontaxable  deterred  investment  income. 

States  plainly  possess  the  power  and,  in  our  )udg- 
ment.  a  sound  theoretical  basis  for  taxing  the 
deferred  pension  income  that  a  nonresident  receives 
with  respect  to  personal  services  previously  per- 
formed in  the  state.  Thus  far  in  our  analysis,  how- 
ever, we  have  largely  ignored  the  fact  that  pension 
income  reflects  more  than  deferred  compensation. 
Retirement  accounts  start  with  initial  or  periodic 
employer  and/or  taxpayer  contributions,  which 
amount  entirely  to  deferred  compensation,  but  over 
time  investment  income,  consisting  of  interest,  divi- 
dends, and  the  like,  accumulates  on  the  taxpayer's 
deferred  compensation.  For  many  retirees,  the  ac- 
cumulated investment  income  is  larger  than  the  sum 
of  the  contributions  reflecting  deferred  compensa- 
tion due  to  the  time  value  of  money  and  the  long 
period  over  which  accumulations. accrue  for  retire- 
ment plans  that  are  funded  for  decades  prior  to 
retirement  Accumulated  investment  income  in  tax- 
qualificd  retirement  plans  is  tax  deferred,  both  at  the 
federal  and  state  tax  level,  )ust  as  is  the  deferred 
compensation  itself. 

The  tact  that  pension  payments  include  deferred 
compensation  components  and  investment  income 
components  creates  a  serious  practical  complica- 
tion in  state  taxation  of  nonresident  pension  in- 
come. For  while  states  clearly  possess  the  power  to 
tax  income  from  personal  services  performed  by 
nonresidents  in  the  state-"'  as  well  as  investment 
income  earned  bv  residents,-"  they  clearlv  lack  the 
power  to  tax  investment  income  earned  bv  nonresi- 
dents unless  It  has  an  in-state  source.  The  source- 
based  theory,  as  applied  in  this  context,  has  lypi- 
callv  required  that  the  income  stem  trom  intangible 
property  having  a  business  situs  in  the  state.'-  A 
few  courts,  however,  have  sustained  state  tax 
power  over  nonresidents'  income  from  intangibles  in 
situations  clearlv  not  warranted  bv   the  traditional 


'"^Sce  text  at  note  7  supra. 

"Scr  text  at  note  8  iupra. 

'-The  buprcme  Court  has  defined  "business  situs  as  Itie 
state  in  which   'intangibles  are  used  m  the  business  or 

are  incidental  to  it,  and  have  thus  become  inte);ral  parts  of 
some  local  business  "  First  Bank  Stock  Corp-  j  Mimw-Mia.  301 
U.S.  234.  237  (1937)  In  a  thoughtful  opinion,  a  New  jersey 
court  held  a  nonresident  taxable  on  the  pavoul  from  .1  profil- 
^harlnf;  plan  trom  his  iormcr  New  Icrsev  employer  over  the 
tibiection  that  New  lersev  was  taxing;  dividends,  interest,  and 
.ippreciation  in  the  value  ot  a  nonresident  s  intangible  assels. 
McDonalii  i>.  Director.  Divmon  ol  Tuxalian.  10  Nil  Tax  556 
1 19SV)  The  court  held  that  all  of  the  income  was  attributable 
to  the  taxpayer  5  former  employment  in  New  lersev  In  1989, 
the  New  lersev  legislature  explicitly  exempted  nonresidents' 
pension  income  trom  New  (ersev  sources  1989  N  J.  Lawsch. 
219.  codified  at  N).  Rev.  Stat,  section  54A  5-5  (Supp  1992). 
Cf.  Cowv.  Dirnlor  of  Revenur.  556  Aid  190  I  Del  1989)  (volun- 
tary termination  incenuve  payment  received  by  nonresident 
laxpaver  was  not  subiect  to  personal  income  tax  in  Delaware, 
since  the  payments  aid  not  constitute  payment  tor  services 
rendered  in  the  state). 


businesssitusdoctnne.-"  Despite  such  cases  extend- 
ing the  source  rationale,  states  generally  limit  their 
taxes  on  nonresidents'  income  from  intangibles  to 
cases  in  which  the  intangible  property  is  used  for  busi- 
ness in  the  state  or  has  acquired  a  business  situs  there.-" 


Often,  however,  more  than  two  states  will 
have  plausible  claims  to  a  taxpayer's  pen- 
sion income  due  to  the  fact  that  the  tax- 
payer has  worked  in  more  than  one  state. 


Because  states  generally  lack  the  constitutional 
power  to  tax  the  portion  of  a  former  resident's  pension 
income  that  reflects  accumulations  after  the  taxpayer's 
change  of  residence,  stales  must  limit  their  taxation  of 
nonresident  pension  income  to  the  deferred  employ- 
ment income  and  the  income  accumulated  prior  to  the 
retirees  change  of  residence.  As  a  practical  matter,  it 
mav  be  difficult,  it  not  impossible,  for  a  state  (or  lor  an 
employer  with  stale  withholding  tax  obligations ')  to 
determine,  on  a  pension-check-by-pension-check 
basis,  what  proportion  of  the  payment  reflects 
deferred  payment  for  services  rendered  in  the  stale 
and  what  proportion  represents  investment  income 


'^For  example,  in  Inlcrnatimtil  Harvester  Co.  t'  W/woiisiii 
Department  of  Revenue.  322  U.S.  435  (1944),  the  Supreme  Court 
sustained  a  tax  on  dividends  received  bv  nonresident  share- 
holders trom  a  corporation  engaged  in  business  in  the  state. 
The  lew  was  imposed  on  "the  pnvilegc  of  declanni;  and 
receiving  dividends,"  which  were  deducted  by  the  corpora- 
non  from  dividends  payable  to  shareholders,  and  there  was 
no  assernon  that  the  nonresidents  employed  their  stock  in  any 
business  they  conducted  in  the  taxing  state.  In  sustaining  the 
tax.  the  Cuurt  accepted  the  state  court's  construction  ol  the 
statute  as  laving  a  tax  on  the  nonresident  shareholders  rather 
than  on  the  corporation.  In  reiecting  due  process  obiections  to 
imposition  ot  the  lew,  the  Court  declared: 

Personal  presence  wilhin  the  state  ot  the  stockholder- 
laipayeis  is  not  essential  to  the  constitutional  lew  ol  a 
lax  taken  out  ol  so  much  ot  the  corporation  s  Wisconsin 
carnin);s  as  is  distributed  lo  them.  A  state  may  tax  such 
part  of  the  income  o(  a  non-resident  as  is  fairly  .it- 
tributable  either  to  property  located  in  the  state  or  to 
events  or  transactions  which,  occurring  there,  are  subicct 
to  slate  regulation  and  which  are  within  the  proU'Clion 
ol  the  state  and  entitled  lo  numerous  other  tJcnctits  which 
It  confers.  And  the  privilege  of  receiving  dividends 

derived  from  corporate  .-ictivitics  within  the  slate  can 
have  no  greater  immunity  than  the  pnvilegc  of  receiving 
anv  other  income  from  sources  located  there. 
;./  at  4-»2.  See  also  Anderson  v.  Lambert.  494  So.  2d  37(1  (Miss. 
1986)  (nonresidents  taxable  on  gain  from  complete  liquida- 
tion of  corporahon  dome  business  in  the  state):  cf.  Johnson  v 
Collector  of  Revenue.  246  La.  540.  165  So.  2d  466  (1964)  (non- 
residents taxable  on  gain  from  complete  liquidation  ol  cor- 
poration owning  oil-producing  lands  in  state  under  specific 
statutory  provision  deeming  taxable  silus  of  stock  to  be  in 
stale  to  extent  property  distributed  in  liquidation  is  located 
in  stale). 

"Srr  Hellerslein  Ic  Hellerstein,  note  9  supra,  para.  20.5(5| 
^'S«.  e.g.,  Ca.  Code  Ann.  secnon  48-7-101  (Supp.  1991). 
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that  accrued  while  the  taxpayer  was  a  nonresident  of 
the  state/" 

2.  Deferred  compensation  involving  more  than 
two  states.  Americans  are  very  mobile,  now  more 
than  ever.  Up  until  now,  we  have  considered  only 
the  simplest  tax  problem  of  pension  income  having 
interstate  dimensions  —  that  of  a  person  who  lives 
and  works  in  one  state  until  retirement  and  then 
moves  to  another  state.  Often,  however,  more  than 
two  states  will  have  plausible  claims  to  a  taxpayer's 
pension  income  due  to  the  fact  that  the  taxpayer  has 
worked  in  more  than  one  state  prior  to  retirement  or 
has  earned  income  in  a  state  other  than  his  state  of 
residence. 

Consider,  for  example,  an  employee  who  worked  for 
one  c.iporation  for  his  entire  career,  but  was  stationed 
in  Illinois  lor  five  years.  New  York  for  15  years,  and 
then  California  for  10  years,  finally  retirinp  in 
Nevada.'"  If  states  are  to  tax  the  pension  income  of  their 
former  residents  at  the  time  of  federal  recogitition,  fact 
paltL-ms  such  as  this  present  a  substantial  allocation 
problem.  For  this  employees  company  pension,  states 
land  his  emplover  wherever  it  has  state  withholding 
tax  obligations)  must  have  a  mechanism  for  precisely 
dividing  his  pension  income  among  the  three  slates 
where  he  worked.  Each  state  may  properly  tax  only  (1) 
the  deferred  income  attributable  to  personal  services 
performed  in  that  state  and  (2)  the  investment  income 
that  accumulates  while  the  taxpayer  was  a  resident  of 
that  state. 

Similar  tracing  problems  arc  raised  by  an  employee 
who  worked  in  a  stale  other  than  his  state  of  residence. 
Consider,  tor  example,  a  New  Jersey  resident  who  com- 
muted throughout  his  career  to  a  place  of  employment 
in  IVnnsvlvania  and  then  retired  in  Flonda.  Should 
New  lersov  or  Pennsylvania  or  both  states  tax  his  p«n- 


"Whilc  stall's  lackcunsntutitinai  povvi-r  to  tax  accumulations 
thai  .Kcrui-  .iilcr  the  taxpayer  b«omcs  »  nonresident,  they  could 
choose  lu  char);o  mierest  on  the  tax  liabilitv  imposed  on  deferred 
pcn-Mim  income  Such  an  approach  would  (;ivc  the  taxpayer  the 
option  oi  rrportmi;  the  deterred  compensation  immediately, 
ivticn  Otimcd.  or  olccnnR  deterral  with  miercst  to  accrue  trom 
the  year  earned  lo  the  year  oi  federal  (and  thus  state)  recogni- 
tion .As  a  pr.Kiical  matter,  dopt'ndini;  on  the  iniercsl  rate  as- 
~<'»<.\).  >u<.ti  .1  pi.in  could  h.ivi'  ihf  >.imi'  practical  lax  elfcci  as 
It  Iho  slate  ol  lormer  residence  had  power  to  tax  the  investmeni 
incomi-  directly. 

.No  siati-s  now  charge  interest  on  deferred  recognition  ol 
income,  and  such  a  policy  would  depart  irom  (he  federal  in- 
come tax  model  for  pensions,  which  comers  interest-tree  tax 
deterral.  States,  however,  could  amend  (heir  s(ate  income  tax 
codes  lo  impose  an  interest  char);c  on  the  privilege  ol  lax 
deterral  There  is  a  loderal  analogue  tor  nonrc>cugnilion  ot  in- 
come under  installment  sales.  Since  the  Revenue  Act  ol  1987, 
Tub  L  No  liX)-203.  101  Slat.  1330.  (he  Icdcral  government  has 
thar>;cd  interest  on  tlie  lax  that  is  deterred  by  the  inslallmenl 
melhcnJ  c»i  rcpornnR  gam  on  the  sale  ol  property  lor  certain 
ilealers  and  lor  verv  larue  installment  sales  I  R.C.  .seclion 
■l!'3(/)(3)  iinieresi  on  ilelem-d  lax  liabilKv  lor  dealer  sales  ol 
lime-share  units  and  dealer  sales  ol  unimproved  residential 
lolsi.  IRC.  section  4?3A(a)(l),  (c)  (intcresl  on  deterred  tax 
liability  when  sales  pnce  exceeds  $150,000  and  aggregate  out- 
sianUint:  ohlii^ations  cxcex-d  S5.(XX).000l 

'Assume  (hat  each  lime  the  laxpaver  moves,  his  le>;al 
stale  ot  ri<Mdence  changes  accordingly 


sion  income  as  he  receives  it  in  Flonda?  Pennsylvania  s 
claim,  although  resting  solely  on  the  source  theor\-  oi 
income  taxation,  nonetheless  seems  unassailable, 
provided  it  limits  its  tax  to  only  the  deferred  compen- 
sation, not  sweeping  in  any  accumulated  investment 
income.  Pennsylvania  could  have  taxed  the  Pennsvl- 
vania-source  income  during  the  year  it  was  earned,  but 
chose  lo  deter  recognition,  following  the  federal  model. 
There  is  no  reason  for  denying  its  taxing  power  merelv 
because  it  staved  its  hand,  delaying  recognition  until 
receipt  of  pension  income. 


If  Congress . . .  were  to  bar  state  taxation  of 
nonresident  pension  income,  ttte  states 
would  not  necessarily  roll  over  and  play 
dead. 


New  Jersey's  claim  to  the  new  Floridian's  pension 
income  is  tenuous,  not  for  constitutional  or  theoretical 
reasons  but  for  statutory  reasons.  Its  argument,  which 
rests  solely  on  the  residence  theory  of  state  taxation,  is 
that  residents  are  taxable  on  income  from  all  sources 
and  that,  while  the  retiree  was  a  New  Jersey  resident, 
he  earned  income  from  working  in  Pennsylvania,  the 
deferred  portion  of  which  he  has  never  returned  as 
income.  New  Jersey  permitted  deferral  and  now  the 
taxpayer,  at  the  time  of  federal  recognition  of  pension 
income,  is  a  nonresident,  but  this  issue  of  timing 
should  not  strip  the  slate  of  power  to  tax.  Residency  at 
the  lime  the  income  was  earned  supplies  a  nexus,  sul- 
ficicnt  tor  due  process,  that  does  not  fade  over  time. 
Logically.  New  Jersey  has  jurisdiction  to  tax  the  lull 
amount  of  the  deferred  compensation,  together  with 
any  accumulations  thereto  up  to  the  dale  of  the 
taxpayer's  relinquishment  of  New  Jersey  residence. 
The  stale's  problem,  however,  lies  in  the  structure  ot 
most  states'  tax  codes,  which  require  a  resident  to  tile 
an  income  tax  return  only  for.  the  years  in  which  a 
person  is  a  resident  for  all  or  part  of  the  year.  Thus,  the 
filing  requirements,  unless  amended,  are  inadequate  to 
reach  a  former  resident's  pension  income  where  the 
income  was  earned  in  a  state  other  than  the  stale  ol 
former  residence. 

As  these  mullistate  fact  patterns  suggest,  jurisdic- 
tional tax  claimu  may  proliferate  when  the  retiree's 
pension  income  has  connections  with  several  different 
states,  based  on  residence  and  /or  place  where  personal 
services  are  performed  during  various  stages  ot  the 
retiree's  career.  Each  stale  is  obligated  to  limit  its  pen- 
sion tax  to  deferred  compensation  from  services  per- 
formed in  the  taxing  state  or  while  the  retiree  was  a 
resident.  And  for  investment  income  accumulating  in 
the  retirement  plan,  each  slate  is  obligated  lo  exclude 
trom  Its  pension  lax  any  investment  income  accumu- 
lated while  the  taxpayer  was  a  nonresident  of  the 
taxing  state.  The  cumulative  burden  imposed  by  these 
two  obligations  could  make  the  problems  ot  im- 
plementing a  constitutionally  acceptable  nonresident 
pension  tax  insuperable. 
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D.     Possible  State  Responses  to  Congressional 
intervention 

If  Congress,  motivated  by  these  concerns  (and  per- 
haps by  others  that  do  rwt  justity  congressional  ac- 
tion-^) were  to  bar  state  taxation  ot  nonresident  pension 
income,  the  states  would  not  necessanly  roll  over  and 
play  dead.  There  are  several  different  approaches  they 
could  adopt  with  respect  to  deferred  pension  income. 
Each  approach  raises  tax  policy  concerns,  and  some 
present  constitutional  issues  as  well. 

1 .  State  repeal  of  deferred  recognition  generally. 
One  reaction  states  may  take  is  simply  to  uncouple 
their  taxing  regimes  trom  the  federal  model  and  end 
delerral  ot  income  paid  into  qualified  pension  plans 
and  the  like  to  preserve  their  revenue  bases.  The  states 
are  constitutionallv  free  to  take  such  action-"  and.  were 
they  to  do  so,  congressional  action  will  have  produced 
a  Pvrrhic  victory  tor  nonresident  retirees.  In  terms  of 
tax  policy,  however,  state  repeal  of  deferral  would  not 
necessarily  be  undesirable  With  continuing  residents 
and  former  residents  treated  identically,  equity  and 
etficiencv  concerns  would  be  fully  satisfied.'"  On  the 
other  hand,  decoupling  the  state  s  tax  code  from  the 
federal  model  would  impose  additional  administrative 
burdens  on  state  taxing  authorities  and  additional  com- 
pliance burdens  on  slate  taxpayers. 

2.  State  repeal  of  deferred  recognition  (or  non- 
residents. Alternatively,  states  might  seek  to  preserve 
tax  deferral  lor  continuing  residents,  but  deny  it  to 
those  departing  retirees  before  they  can  claim  congres- 
sional immunity.  States  mav  try  to  tax  deferred  per- 
sonal service  income  of  departing  residents,  making 
the  change  ot  residence  an  event  that  triggers  recogni- 
tion ot  income.  Such  an  approach  could  also  extend  to 
nonresidents  who  work  within  the  state,  with  cessation 
of  in-state  employment  serving  as  the  tax  trigger.  At 
least  one  state  s  tax  code  already  appears  to  call  for 
such  treatment  for  departing  residents.  California's 
personal  income  tax  statutes  currently  provide: 

When  the  status  of  a  taxpayer  changes  from 
resident  to  nonresident,  or  from  nonresident  to 
resident,  there  shall  be  included  in  determining 
income  trom  sources  within  or  without  the  state, 
as  the  case  mav  be.  income  and  deductions  ac- 
crued prior  to  the  change  of  status  even  though 
not  otherwise  includable  in  respect  of  the  period 
prior  to  that  change.  .      " 

Such  a  policy,  however,  creates  thorny  federal  constitu- 
tional problems.  The  essential  claim  is  that  the  statutory 


"Sff  icxl  accompanying  notes  20-24  supro 

"There  is  precedent  for  state  divergence  Iroin  the  federal 
rules  for  tax-deferred  compensation  income.  For  example,  for 
years  Ccorpa  laxcd  the  income  of  taxpayers  p.iid  into  in- 
dividual retirement  accounts  and  certain  other  retirement 
arran^oments  bv  requirini:  additions  to  federal  adtusted 
>;ross  income  to  arrive  at  state  taxable  income.  Ga.  Code  Ann. 
section  48- 7-27(b)  (repealed  1990) 

'"Such  state  action  mieht  represent  a  tax  hike,  but  not 
necessarily  Since  it  expands  the  income  tax  base,  ttie  stale 
loRislature  could  lower  us  personal  income  tax  rales  if  il 
wanted  it:»  repeal  to  be  revenue  neutral. 

"Cal   Rev  il  Tax.  Code  section  17554  (Supp   1992). 


denial  of  nonrecognition  treatment  discriminates 
against  nonresidents  m  violation  of  the  Privileges  and 
Immunities  Clause.*^  During  the  1980s,  two  Wisconsin 
courts  considered  a  similar  issue  involving  stale  taxation 
of  federally  deferred  gain  —  specifically,  discrimination 
agairut  nonresidents  in  the  rules  applicable  to  the  recog- 
nition of  gain  from  the  sale  of  a  pnncipal  residence.  These 
decisions  merit  close  scnihny  as  the  courts'  analysis  is 
relevant  to  the  pension  income  issue. 

A  Wisconsin  statute"  denied  deferral  of  gain  on  the 
sale  of  Wisconsin  residence  where  the  replacement 
residence  purchased  by  the  taxpayer  wds  located  out- 
side the  state.  In  Taylor  v.  CoiUa.**  former  Wisconsin 
residents  asserted  that  the  denial  ot  nonrecognition 
treatment  on  the  sale  of  their  Wisconsin  residences  vio- 
lated the  Privileges  and  immunities  Clause.  The 
gravamen  of  their  claim  was  mat  a  continuing  Wiscon- 
sin resident,  who  was  permuted  to  defer  recognition 
on  the  sale  of  a  Wisconsin  residence,  was  treated  more 
favorably  than  a  former  resident,  who  was  required  to 
recognize  gain  immediately.'^ 


Despite  the  disparity  in  the  treatment  of 
continuing  residents  and  former  residents, 
the  Wisconsin  Supreme  Court  sustained 
the  statute. 


Despite  the  disparity  in  the  treatment  of  continuing 
residents  and  former  residents,  the  Wisconsin  Supreme 
Court  sustained  the  statute.  The  court  found  that  the 
legislature  was  |ustified  in  treating  residents  and  non- 
residents differently  for  two  reasons.  First,  it  had  a 
reasonable  concern  that,  unless  the  gain  were  taxed 
immediately,  the  state  would  lose  lurisdiction  to  tax  the 
gain  realized  on  the  sale  of  the  Wisconsin  residence 
after  the  taxpayer  left  the  state."  Second,  unless  the 
gain  were  taxed  immediately,  the  stale  could  confront 
administrative  problems  in  keeping  track  of  former 
residents  until  the  deferred  gain  was  recognized.''  Be- 
cause there  was  a  "substantial  relationship  between  the 
problems  caused  by  former  residents  tor  the  slate  in 
achieving  the  state's  tax  objectives  and  the  burden 


'•VS.  Const,  art   IV,  section  2. 

''Former  Wis.  Stat,  section  71.05(I)(a)5  (repealed  19S1). 
quoted  m  Tavlor  v  Conta.  106  Wis.  2d  321,  316  N  W.2d  S14 
(1982).  Although  the  statute  was  repealed  m  1981,  it  is  similar 
to  statutes  presently  in  force  in  other  stales.  Sec.  v  g  ,  Ala 
Code  section  40-1S-ft(e)  (Supp.  1991);  Ark.  Slat.  Ann  lection 
26-51-404(b)(2)  (1987);  Ga.  Code  Ann.  section  48-7-27(b)(6) 
(Supp.  1991). 

^'106  Wis.  2d  321,  316  N.W.2d  814  (1982). 

'^hey  further  argued  tfiat  the  theoretical  equality  that  the 
statute  arguably  produces,  because  all  Wisconsin  taxpayers 
are  eventually  taxed  on  the  gain  from  the  sale  ot  their  prin- 
cipal residences,  was  unsuDstaniialed  in  fact  because  ex- 
clusions provided  to  elderly  taxpayers  in  coruiection  with  the 
sale  of  their  residences  resulted  in  many  Wisconsin  residents 
pavinR  no  income  tax  on  their  deferred  gains. 

"106  Wis.  2d  at  343.  316  N.W.2d  al  825. 
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placed  on  non-residents,"^'  the  court  held  that  the 
denial  ol  nonrccognition  treatment  to  nonresidents  did 
not  violate  the  Privileges  and  Immunities  Clause. 

In  1988,  SIX  years  atter  the  Wisconsin  Supreme 
Court  »  decision  in  Tiiulor.  an  intermediate  Wisconsin 
appellate  court  revisited  this  question  in  Kuhticn  v. 
Mitiolf"  While  professing  to  be  bound  by  the  Taylor 
court  !i  opinion,  the  appellate  court  nevertheless  in- 
validated the  statute  under  the  Privileges  and  Im- 
munities Clause  on  the  ground  that  the  records  in  the 
two  cases  were  different.  The  court  found  that  few  if 
anv  Wisconsin  taxpayers  ever  paid  a  tax  on  the 
deterred  gain  Irom  sale  ot  their  residences,"''  so  that  the 
denial  ot  nonrecognition  treatment  amounted  to  "a 
migration  or  exit  lax.""  The  court  also  found  that  the 
administrative  ronvenience  concern  was  not  lustified 
because  "the  state  routinely  imposes  and  collects  in- 
come taxes  against  nonresidents.  '- 

As  the  conflicting  results  in  the  Wisconsin  cases  sug- 
gest, the  constitutional  issue  raised  by  a  state's  attempt 
to  denv  nonrecognition  ot  gain  to  departing  residents 
15  not  an  easv  one.  To  be  sure,  the  cases  are  technically 
reconcilable  There  is  a  difference  between  dcnving 
departing  residents  lax  deferral  en|oyed  by  similarly 
Mtuatcd  residents  and  imposing  a  tax  on  departing 
residents  that  similarly  situated  residents  do  not  pay 
at  all.  It  IS  questionable,  however,  whether  that  distinc- 
tion has  anv  real  substance.  The  economic  benefit  of 
lax  delerrai  can  be  substantial,  so  denying  it  to  depart- 
ini;  residents  cannot  be  dismissed  as  a  lic  mmimn  bur- 
-  den  Moreover,  the  distinction  between  tax  deferral  and 
tax  forgiveness  vanishes  over  time."'  For  most 
homeowners,  deferral  has  virtually  the  same  present 
economic  value  as  forgiveness.^' 


•'106  Wis  2d  ,11  350.  316  N  W2d  at  S29 
'"143  Wis    2d  IX.  -120  N  W2d  401  (App    1988),  petition 
lor  revieiv  denied.  No  (i6-0372  (Mar.  22,  19K8) 

■  '.Most  resident  owners  eventuallv  qualilied  tor  the  in- 
\:rea>eu  exclusion  ol  j:ain  bv  owners  over  Ihe  tii;e  ot  53  iscc 
di»ni>Mon  in  T.wlor  ;•  Cu/iio.  1U6  Wis.  2J  321,  333i  316  N  W.2d 
SU.  ,S21  I W82))  available  under  n  1979  stale  slalule  Ihai  in- 
corporfltcd  I  R.C.  section  121  into  Wisconsin  l.iw.  The  court 
t.iileJ  to  mention  an  additional  axenue  ol  tor^i\eness.  II  the 
residence  is  not  sold,  the  sicp-up  in  basis  upon  the  owner  s 
death    .Sir  IRC    section  lOOll.D.lcl 

■  143  Wis   2d  at  149,  420  N  W  2d  jl  407 
•143  Wis   2d  at  150,  420  .N  W  2d  al  408 

"'The  present  \'aluc  ot  one  dollar  in  20.  30,  or  40  vcars, 
assuininc  a  10-percent  discount  rate,  amounts  to  about  $.15, 
5  Ot».  anu  S  02.  respeclivelv 

"'Consider  a  taxpayer  in  his  late  twenties  or  earlv  thirties 
who  purchases  a  starter"  home  and  lollows  the  tvpical  pat- 
tern or  "tr.idini;  up  "  to  successivelv  more  expensive  homes, 
usine  the  appreciation  in  the  prior  residence  to  finance  Ihe 
downpavmeni  on  the  new  residence  He  eniovs  virtual  lor- 
i:i\'eness  ot  Ihe  tax  on  the  sales  ol  the  first  or  second  home. 
In  addition,  it  Ihe  taxpayer  remains  in  the  last  home  he 
purchases  for  an  exienaed  period,  as  manv  homeowners  do, 
ne  Will  eniov  sii;nificanl  deferral  while  livme  there,  even  if 
he  e\  entuallv  sells  thai  home,  whollv  apart  from  the  benefit 
111  the  eiclusion  lor  taxpayers  over  anc  55  In  short,  the 
•  .  distinction  between  deferral  and  riir>;iveness  has  limited 
^  economic  substance  lor  most  homeowners,  and  it  does  not 
recommend  itself  as  a  basis  for  drawing  constitutional  lines 
between  permissible  and  impermissible  discrimination 
,i>:ainst  nonresidenis- 


The  question  remains  as  to  which  Wisconsin  court 
correctly  resolves  the  deferral  issue  for  principal 
residences.  In  our  gudgment.  the  Kuhnen  court's 
analysis  is  more  persuasive  than  the  Taylor  court's.  We 
are  not  persuaded  that  there  is  a  constitulionall  v  sound 
distinction  between  deferral  and  forgiveness.  Further- 
more, the  denial  of  nonrecognition  treatment  to  depart- 
ing residents  imposes  a  substantial  burden  on  them.^' 
Due  to  the  burden's  substantiality,  the  tax  amounts  to 
the  imposition  of  a  levy  on  departing  residents,  which 
can  withstand  scrutiny  under  the  Privileges  and  Im- 
munities Clause  only  if  there  are  compelling  "inde- 
pendent" reasons  lor  Ihe  discnminalion.'* 


We  are  not  persuaded  that  there  Is  a  con- 
stitutionally sound  distinction  between 
deferral  and  forgiveness. 


We  conclude  that  denying  departing  residents  non- 
recognition  treatment  ol  Ihe  sale  of  a  principal 
residence  should  not  survive  constitutional  scrutinv 
when  continuing  residents  eniov  that  treatment.^'  Even 
Ihe  Tavlor  court  conceded  that,  at  least  for  tax  years 
beginning  alter  1979,  no  tax  would  ever  be  imposed  on 
Ihe  deferred  gainen|oyed  by  homeowners  who  relocate 
within  Wisconsin  except  in  "rare"  cases,"  On  this  as- 
sumption, the  essential  rationale  for  taxing  departing 
residents  upon  their  departure  collapses,  for  the  denial 
of  deferral  ceases  to  be  a  rough  but  administrativelv 
feasible  wav  of  achieving  equality  between  residents 
and  nonresidents.  Rather,  it  imposes  a  burden  on  non- 
residents that  will  be  borne,  if  at  all,  only  by  a  small 
percentage  of  residents,  and  at  a  fraction,  in  present 
value  terms,  of  the  burden  imposed  on  departing  resi- 
dents. Properly  interpreted,  Ihe  Privileges  and  Im- 


^^ll  is  worth  nolin>;  thai  even  Ihe  Taylor  court  assumed  that 
"the  statute  in  practical  effect  unequally  burdens  non-resi- 
dents." Tavlor  106  Wis.  2d  at  334,  316  N.W.2d  at  821 

^•HicWm  ;•  Orbeck.  437  US  518,  525-26  11978),  Toomcr  v 
WiMI.  334  U.S  385,  395-96  (1948) 

■"We  recoi;nize,  however,  thai  the  stale  from  which  the 
homeowner  departs  has  legitimate  administrative  concerns 
in  cntorcini;  its  right  to  collect  the  lax  from  its  former  resi- 
dents when  the  ^ain  is  recognized.  Althuu);h  Ttiulor  is  wron>; 
in  implying  that  a  state  would  actually  lose  iiirisdiction  to 
lax  Ihe  deterred  f;ain  merely  because  the  home  seller  leaves 
Ihe  slate,  it  is  true  that  a  stale  would  be  likciv  to  lace  daunting 
hurdles  in  implomenlin^  its  right  to  lax  the  departing; 
resident's  deterred  gain. 

"Tiiu/or.  106  Wis  2d  al  333,  316  N  W.2d  at  821.  Because  the 
SIOCOOO  exclusion  for  homeowners  over  Ihe  age  ol  55  was  not 
adopted  until  1979  —  three  years  alter  Ihe  lax  years  at  issue  in 
Taylor  —  Ihe  court  cfuracterized  the  taxpayers'  proof  of  si^- 
nificani  disadvantage  as  "weak  in  liRht  of  Ihe  limned 
avoidance  ol  );ain  available  to  residents  in  1976."  106  Wis.  2d 
al  333,  316  N  W.2d  al  820-21.  The  court  recognized,  however, 
thai  the  subsequent  changes  in  lederal  law  allcr  1976  "made  it 
more  likely  that  Wisconsin  residents  who  had  deferred  gain  in 
1976  and  still  owned  a  home  in  1979  could  tnlallv  avoid  taxa- 
tion on  Ihe  deferred  gam  '  106  Wis.  2d  at  333.  316  N.W.2d  al 
821.  Hence,  even  the  Tavlor  court  might  sfiare  our  view  if 
presented  with  a  posi-1979  traiuaction. 
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muniiles  Clause  precludes  such  un|ustifiably  disparate 
(reatment  of  residents  and  nonresidents. 

How  all  this  would  plav  out  in  the  context  of  taxa- 
tion of  nonresident  pensions  is  unclear.  The  disparate 
treatment  of  residents  and  nonresidents  with  respect 
to  the  availability  of  deferral  is  the  same  in  the  pension 
context  as  it  is  in  the  homeowner  context.  On  the  other 
hand,  in  the  pension  context,  there  is  no  forgiveness  of 
the  resident's  tax  liability,  so  one  can  argue  more  per- 
suasively that  the  denial  of  deferral  to  departing  resi- 
dents IS  a  rough  but  administratively  feasible  means  of 
achieving  equality  between  residents  and  nonresi- 
dents. Moreover,  if  Congress  bars  states  from  taxing 
nonresidents  pension  income,  the  states'  position  as 
to  the  administrative  need  for  differential  treatment  of 
departing  residents  certainly  becomes  more  compell- 
ing. Then,  the  states  would  face  a  statutory  bar  on  their 
jurisdiction,  rather  than  substantial  administrative 
problems  that  might  in  fact  be  capable  of  solution.'' 

IV.     CONCLUSION 

We  remain  agnostic  over  the  question  whether 
proposed  federal  legislation  barring  states  from  (axing 
nonresident  pension  income  should  be  enacted.  Al- 
though we  believe  that  most  of  the  reasons  thus  far 
advanced  for  adopting  such  legislation  are  specious, 
there  nevertheless  are  powerful  practical  considera- 
tions that  may  |ustifv  such  a  congressional  bar.  The 
response  of  the  states  to  such  legislation  could  well 
render  the  nonresident  retirees  victory  a  hollow  one. 
but  the  states  may  face  constitutional  difficulties  if  they 
were  to  seek  to  deny  deferral  to  departing  residents 
only.  In  any  event,  our  purpose  here  was  not  to  provide 
easy  answers  to  difficult  questions,  but  rather  to  assure 
that  the  right  questions  were  being  asked.  Only 
through  a  rational  analysis  of  the  tax  policy  and  con- 
stitutional questions  raised  by  the  interaction  of  federal 
and  state  tax  rules  can  we  hope  to  find  sensible  answers 
to  these  questions. 


''■*This  presents  the  unusual  prospect  of  federal  k'>;tslation 
having  an  impact  on  how  the  privilege  and  immunities  clause, 
i  part  of  the  federal  Conslitution,  applies  lo  the  slates  None- 
theless, under  the  standard  that  a  tax  lew  discriminating 
against  nonresidents  (which  would  presumablv  include 
dcparnng  residents)  is  (usiified  if  (here  are  compellini;  reasons 
tor  (he  discrimination,  (here  is  no  reason  why  avoiding  (he 
repercussions  ot  a  congressional  ^tatule  canno(  turnish  (he 
compelling  reason. 
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State  Taxation  of  Federally  Deferred 
Income:  The  Interstate  Dimension 

JAMES  CHARLES  SMITH*  AND  WALTER  HELLERSTEIN** 

I.     Introduction 

Most  states  that  impose  income  taxes  ^  confonn  their  levies  to  the  fed- 
eral model.2  Consequently,  when  income  is  realized  but  not  recognized 
at  the  federal  level — for  example,  when  a  taxpayer  reinvests  the  gain 
from  the  sale  of  her  former  residence  in  a  new  residence^  or  when  a  tax- 
payer realizes  gain  from  the  exchange  of  like-kind  property^ — states  typi- 
cally follow  the  federal  rule  in  deferring  recognition  of  that  income.  On 
the  assumption  that  state  conformity  to  the  federal  .lonrecognition  rules 
reflects  an  implicit  endorsement  of  the  policies  underlying  those  rules,^ 
state  deferral  ordinarily  raises  no  issue  independent  of  those  raised  by 
federal  deferral. 

When  nonrecognition  transactions  have  an  interstate  dimension,  how- 
ever, issues  are  raised  at  the  state  level  that  are  not  usually  encountered 
at  the  federal  level.  For  example,  when  a  taxpayer  reinvests  the  gain 
from  the  sale  of  her  former  residence  in  a  new  residence  in  a  different 
state  or  when  a  taxpayer  realizes  gain  from  the  exchange  of  like-kind 
property  through  the  acquisition  of  property  in  another  state,  one  must 


•  Associate  Professor  of  Law,  University  of  Georgia. 
**  Professor  of  Law,  University  of  Georgia. 

We  would  like  to  thank  Alan  Gunn,  Sandra  McCray,  Robyn  Pekala,  Richard  Pomp,  Allan 
Samansky,  and  Donald  Weidner  for  their  helpful  comments  on  an  earlier  draft  of  this  article. 

'  Forty  states  impose  broadly  based  personal  income  taxes.  See  [1  All  States]  State  Tax 
Guide  (CCH)  H  15-1 10  (Jan.  1989).  Connecticut,  New  Hampshire,  and  Tennessee  impose  taxes 
on  limited  types  of  personal  income.  See  id.  Alaska,  Florida,  Nevada,  South  Dakota,  Texas, 
Washington,  and  Wyoming  impose  no  personal  income  taxes.  See  Id.  Forty-five  states  impose 
corporate  income  taxes  (see  id.  at  ^  10-060  (Mar.  1989)),  including  all  those  states  imposing 
personal  income  taxes  as  well  as  Alaska  and  Florida. 

2  See  [1  All  States]  Stote  Tax  Guide  (CCH)  HH  15-110  (Jan.  1989),  10-060  (Mar.  1989). 
Although  a  few  states  have  embraced  conformity  in  its  purest  form  by  piggybacking  their 
income  taxes  directly  onto  the  federal  income  tax  (R.L  Gen.  Laws  §44-30-2  (1988)  (state 
personal  income  tax  22.96%  of  federal  income  tax);  Vt.  Stat.  Ann.  tit.  32,  §  5822  (Supp.  1989) 
(state  personal  income  tax  25%  of  federal  income  tax)),  the  overwhelming  majority  of  states 
take  the  more  moderate  course  of  employing  federal  adjusted  gross  income  or  federal  taxable 
income  as  the  computational  starting  point  for  determining  state  taxable  income. 

3  IRC  §  1034. 

*  IRC  §  1031. 

5  For  a  brief  discussion  of  these  policies,  see  notes  14  and  16  and  accompanying  text. 
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address  not  only  the  question  of  when  income  is  recognized,  but  also  the 
question  of  where  it  is  recognized.^ 

This  article  considers  the  appropriate  state  tax  treatment  of  nonrecog- 
nition  transactions  that  cross  state  lines.  We  examine  issues  of  tax  policy 
and  constitutional  law  raised  by  such  transactions  by  focusing  on  two 
discrete  nonrecognition  transactions:  (1)  nonrecognition  of  gain  from  the 
sale  of  a  personal  residence  by  a  taxpayer  who  moves  to  another  state 
and  (2)  nonrecognition  of  gain  from  the  exchange  of  like-kind  property 
located  in  different  states.  "^  Despite  the  differences  between  these  two 
transactions,  the  nonrecognition  issues  they  raise  share  common  themes: 
whether  a  state  should  respect  federal  nonrecognition  rules  for  transac- 
tions with  which  it  has  a  more  limited  jurisdictional  relationship  than 
does  the  federal  government,  and  whether  the  Constitution  imposes  limi- 
tations on  a  state's  power  to  fashion  its  own  rules  in  this  domain.* 


6  The  analogous  issue  can  arise  in  the  context  of  federal  income  taxation  when,  for  example, 
a  United  States  citizen  sells  her  residence  and  purchases  a  new  residence  abroad.  This  is, 
however,  a  relatively  rare  occurrence  compared  to  the  number  of  such  interstate  transactions. 
Moreover,  in  the  international  context  one  of  the  taxing  jurisdictions  involved  is  not  subject  to 
the  constraints  of  the  United  States  Constitution,  and  its  income  tax  regime,  if  any,  is  not  likely 
to  share  with  the  United  States  the  common  features  that  the  states'  income  tax  regimes  share 
with  one  another.  Hence  the  unifying  constraints  upon  and  characteristics  of  the  states'  taxing 
schemes,  which  permit  a  structured  analysis  of  interjurisdictional  dimension  of  the  nonrecog- 
nition issue,  are  simply  absent  in  the  international  context. 

For  federal  tax  purposes,  the  purchase  of  a  new  principal  residence  in  a  foreign  country  fully 
quahfies  for  nonrecognition  of  gain.  Rev.  Rul.  71-495,  1971-2  C.B.  311  (resident  alien  sold 
United  States  residence  at  gain,  returning  permanently  to  Norway,  country  of  citizenship); 
Rev.  Rul.  54-611,  1954-2  C.B.  159  (United  States  citizen  bought  new  residence  in  foreign 
country).  The  1971  revenue  ruling  is  silent  on  the  question  whether  the  United  States  might 
ever  tax  the  Norwegian  citizen's  deferred  gain.  There  also  are  no  territorial  restrictions  for 
like-kind  exchanges  under  §  1031.  Rev.  Rul.  68-363,  1968-2  C.B.  336  (exchange  of  ranch  for 
ranch  in  foreign  country  eligible  for  nonrecognition  of  gain).  However,  if  the  taxpayer  is  a 
nonresident  alien  individual  or  a  foreign  corporation,  gain  will  be  unrecognized  "only  in  the 
case  of  an  exchange  of  a  United  States  real  property  interest  for  an  interest  the  sale  of  which 
would  be  subject  to  [United  States  income]  taxation."  IRC  §  897(e).  Moreover,  a  provision  of 
the  Tax  Reform  Act  of  1986  applies  to  United  States  citizens  who  renounce  their  United  States 
citizenship,  if  tax  avoidance  is  one  of  the  principal  purposes  for  expatriation.  For  a  ten-year 
period,  the  gain  on  the  sale  or  exchange  of  foreign  replacement  property  is  treated  as  income 
from  sources  within  the  United  States,  and  is  generally  taxed  at  the  rates  applicable  to  United 
States  citizens.  IRC  §  877,  as  amended  by  Pub.  L.  No.  99-514,  §  1243(a),  100  Stat.  2085, 
2580-81. 

^  The  involuntary  conversion  of  property,  the  proceeds  from  which  are  invested  in  similar 
property  in  another  state,  raises  issues  similar  to  the  like-kind  exchange.  See  text  accompany- 
ing notes  112-117. 

*  A  number  of  other  transactions  that  involve  federal  income  tax  deferral  have  interstate 
dimensions.  Prime  examples  are:  (1)  installment  sales  of  property  by  taxpayers  not  residing  in 
the  state  where  the  property  is  located;  (2)  depreciation  of  property,  and  the  subsequent  recap- 
ture thereof,  by  taxpayers  not  residing  in  the  state  where  the  property  is  located;  and  (3)  de- 
ferred compensation  arrangements  involving  taxpayers  who  do  not  reside  in  the  state  of  their 
former  employment.  The  analysis  of  the  issues  addressed  m  this  article  is  relevant  to  the  anal- 
ysis of  similar  issues  that  may  be  raised  by  state  taxation  of  these  types  of  federally  deferred 
income.  However,  each  of  these  issues  raises  its  own  set  of  problems,  many  of  which  involve 
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II.     The  Federal  Nonrecognition  Provisions 

As  a  general  rule,  a  taxpayer's  sale  or  exchange  of  property  constitutes 
a  taxable  event  for  federal  tax  purposes.  The  sales  proceeds  are  com- 
pared to  the  taxpayer's  adjusted  basis  in  the  property,  yielding  either  a 
gain  or  a  loss.  If  the  proceeds  exceed  the  basis,  the  difference  is  gain, 
which  is  both  realized  and  recognized  in  the  year  of  sale.'  The  Internal 
Revenue  Code  departs  from  this  approach,  however,  with  respect  to  cer- 
tain types  of  property  transactions  for  which  it  permits  deferral  of  gain 
or,  in  some  cases,  even  forgives  the  gain  altogether. '°  The  most  impor- 
tant deferral  transactions  are  like-kind  exchanges,*'  involuntary  conver- 
sions,'^  and  replacements  of  principal  residences. '^  The  tax  benefit  of 
these  transactions  often  proves  to  be  substantial,  and  many  transactions 
are  structured  with  deferral  as  a  primary  goal. 

While  each  of  the  deferral  provisions  has  its  own  set  of  rules  and  limi- 
tations, they  share  underlying  policy  rationales.  The  justifications  typi- 
cally offered  for  deferral  are  a  continuity  of  the  taxpayer's  investment* 
and  the  taxpayer's  lack  of  liquid  assets.'^  In  like-kind  exchanges,  invol- 
untary conversions,  and  principal  residence  replacements,  the  taxpayer 
disposes  of  property  and  acquires  new  property  that  is  viewed  as  per- 
forming the  same  basic  function  as  the  old  property.  The  taxpayer  has 
essentially  chosen  to  continue  or  maintain  his  investment  in  a  particular 
type  of  asset;  he  has  not  intended  to  make  a  real  change  in  the  character 
of  his  assets.  This  continuity  of  investment  is  closely  linked  to  the  tax- 
payer's liquidity,  since  if  gain  is  recognized,  the  taxpayer  will  not  have 
proceeds  from  the  disposition  or  sale  with  which  to  pay  a  tax.'^  The 


the  technical  complexities  of  the  precise  deferral  mechanism  involved.  In  the  interest  of  keep- 
ing this  article  to  manageable  proportions,  we  have  therefore  limited  our  focus  to  the  provi- 
sions of  the  Code  that  explicitly  provide  for  nonrecognition  treatment  for  the  sale  or 
disposition  of  property. 

9  IRC  §  1001(a),  (c). 

'0  The  prime  examples  of  total  forgiveness  are  a  sale  of  a  principal  residence  by  a  taxpayer 
over  the  age  of  55  (IRC  §  121  permits  a  one-time  exclusion  of  up  to  $125,000  of  gain),  and 
transfers  at  death  (IRC  §  1014(a)(1)  provides  that  heirs  take  property  with  basis  equal  to  its 
fair  market  value  at  date  of  decedent's  death). 

>>  IRC  §  1031.  Like-kind  exchanges  also  defer  losses. 

•2  IRC  §  1033. 

»3  IRC  §  1034. 

'*  See  Reg.  §  1.1002- 1(c).  Other  rationales  sometimes  offered  for  the  nonrecognition  provi- 
sions are  that  they  encourage  mobility  of  capital  and  that,  in  the  case  of  §  1031  transactions, 
they  avoid  difficult  valuation  issues.  See,  e.g.,  W.  Klein,  B.  Bittker  &  L.  Stone,  Federal  Income 
Taxation  309-10  (7th  ed.  1987).  Of  course,  the  latter  rationale  has  force  only  in  the  rare  two- 
party  exchange  in  which  no  other  money  or  property  ("boot")  changes  hands  so  that  there  is 
no  need  to  value  the  property  for  federal  tax  purposes. 

'^  That  is,  gain  should  not  be  recognized  if  the  transaction  does  not  generate  cash  with 
which  to  pay  the  tax. 

16  Cogent  arguments  can  be  made  that  the  federal  nonrecognition  provisions  are  not  in  fact 
justifiable  on  the  basis  of  continuity  of  investment  or  liquidity,  or  on  the  basis  of  any  other 
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proceeds  were  reinvested  in  the  replacement  property,  so  the  taxpayer 
would  have  to  borrow  or  resort  to  other  assets  to  fund  the  tax  payment. 

III.     Replacement  of  Principal  Residence 

A.     Federal  Rollover  Rules 

One  valuable  tax  advantage  provided  for  homeowners  by  the  Internal 
Revenue  Code  is  the  nonrecognition  of  gain  that  is  "rolled  over"  into  the 
purchase  price  of  a  new  residence.  This  rule  of  nonrecognition  is  an  ex- 
ception to  the  general  rule  that  gain  from  the  sale  of  property  is  both 
realized  and  recognized  at  the  time  of  sale.  Under  §  1034,  recognition  of 
gain  on  a  sale  of  a  principal  residence  is  deferred  if  another  residence  of 
equal  or  greater  value  is  purchased  within  two  years  from  the  date  of  the 
sale.'"'  There  is  no  hmit  to  the  number  of  times  a  homeowner  can  use 
this  provision  during  her  lifetime,  although  generally  there  must  be  a 
two-year  waiting  period  between  rollovers.'^  Upon  the  taxpayer's 
purchase  of  a  replacement  residence,  recognition  of  gain  and  payment  of 
tax  is  postponed  rather  than  forgiven.  When  a  taxable  disposition  of  the 
replacement  residence  occurs,  the  gain  must  be  recognized.  To  effectuate 
the  deferral  and  eventual  recognition  of  gain,  the  basis  of  the  new  resi- 
dence is  computed  by  subtracting  the  deferred  gain  from  its  cost.'^ 

While  §  1034,  on  its  face,  confers  only  tax  deferral,  for  many  home- 
owners the  deferred  gain  is  ultimately  forgiven,  in  whole  or  in  part,  due 
to  the  apphcation  of  other  sections  of  the  Code.  Up  to  $125,000  of  the 
deferred  gain  may  be  forgiven  if  the  owner  sells  the  new  residence  after 
reaching  the  age  of  5 5.^0  Alternatively,  complete  forgiveness  of  the  gain 


rationale.  See,  e.g.,  Komhauser,  Section  1031:  We  Don't  Need  Another  Hero,  60  S.  Cal.  L. 
Rev.  397  (1987)  (recommending  abolition  of  like-kind  exchanges  after  describing  flaws  in  ra- 
tionales advanced  to  support  §  1031). 

While  it  is  beyond  the  scope  of  this  article  to  assess  the  merits  and  weaknesses  of  the  federal 
nonrecognition  provisions,  such  an  assessment  is  not  unrelated  to  our  topic.  If  one  concludes 
that  the  federal  policies  lack  coherence,  then,  to  the  extent  that  this  article  indicates  that  states 
encounter  theoretical  and  practical  problems  with  interstate  nonrecognition  transactions  that 
are  not  present  at  the  federal  level,  the  state  legislatures  should  have  an  even  greater  incentive 
than  Congress  to  modify  or  repeal  nonrecognition  treatment  for  residence  replacements,  like- 
kind  exchanges,  and  involuntary  conversions. 

'^  IRC  §  1034(a).  If  the  cost  of  the  new  residence  is  less  than  the  adjusted  sales  price  of  the 
old  residence,  some  deferral  of  gain  is  still  possible.  Gain  is  recognized  in  the  year  of  sale  up  to 
the  extent  of  the  difference  between  that  cost  and  the  adjusted  sales  price.  Any  realized  gain  in 
excess  of  this  amount  is  deferred.   Id.;  Reg.  §  1.1034-l(a). 

'8  For  successive  rollovers  of  gain,  each  sale  must  occur  more  than  two  years  after  the  date 
of  the  preceding  sale.  IRC  §  1034(d)(1).  An  exception  to  the  two-year  waiting  period  is  pro- 
vided for  employment  related  moves.   IRC  §  1034(d)(2). 

'^  IRC  §  1034(e).  For  example,  a  taxpayer  who  sells  a  residence  costing  $100,000  for 
$140,000  (realizing  a  $40,000  gain)  and  replaces  it  with  a  $200,000  residence  will  have  a  new 
basis  in  the  replacement  residence  of  $160,(X)0. 

20  IRC  §  121. 
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occurs  if  the  owner  still  owns  a  replacement  residence  at  death  and  has 
previously  rolled  over  gain.^' 


B.      The  Problem  of  the  Interstate  Move 

By  adopting  federal  adjusted  gross  income  as  the  computational  start- 
ing point  for  determining  state  personal  income  tax  liability,  most  states 
have  implicitly  adopted  the  federal  rules  permitting  rollover  of  gain  on 
the  sale  of  a  principal  residence.  These  states,  therefore,  generally  tax  the 
deferred  gain  only  when  the  residence  is  sold  in  a  transaction  that  does 
not  qualify  for  deferral  under  federal  law. 

When  a  homeowner  sells  her  principal  residence  in  connection  with  an 
interstate  move,  however,  the  interaction  of  the  federal  rollover  provi- 
sions with  state  income  tax  regimes  raises  a  number  of  related  questions 
that  do  not  arise  in  a  wholly  intrastate  transaction.  Should  the  state  from 
which  the  taxpayer  is  departing  or  the  state  to  which  the  taxpayer  is 
moving  tax  the  deferred  gain,  and  when  should  that  gain  be  taxed? 
Should  the  old  state  tax  the  gain  immediately  upon  the  former  resident's 
departure  despite  the  fact  that  the  gain  is  not  then  recognized  at  the  fed- 
eral level?  Can  the  new  state  tax  the  gain  from  the  sale  of  the  former 
residence  upon  subsequent  disposition  of  the  new  residence  and  recogni- 
tion of  the  gain  on  the  old  residence  for  federal  tax  purposes? 

These  questions  raise  two  sets  of  issues.  The  first  set  of  issues  involves 
tax  policy  concerns,  i.e.,  what  is  the  appropriate  treatment  of  the  tax- 
payer who  moves  interstate  from  the  standpoint  of  sound  tax  policy? 
Tax  policy  analysis  requires  an  inquiry  into  the  equity,  efficiency,  and 
administrability  of  the  tax  system. 22  The  second  set  of  issues  involves 
constitutional  concerns.  Whatever  may  be  the  dictates  of  sound  tax  pol- 
icy, the  states  operate  within  the  constraints  imposed  by  the  federal  Con- 
stitution. These  constitutional  restraints  require,  among  other  things, 
that  the  states  refrain  from  extending  their  taxes  to  income  with  which 
they  have  no  minimum  connections^  and  that  they  not  discriminate 
against  nonresidents^'*  or  interstate  commerce.^s  Examination  of  the 
nonrecognition  issues  raised  by  the  taxpayer  who  moves  interstate  must 


2'  IRC  §  1014(a)(1).  The  basis  of  the  residence  in  the  hands  of  the  devisee  will  be  stepped 
up  to  fair  market  value. 

22  See,  e.g.,  R.  Musgrave  &  P.  Musgrave,  Public  Finance  in  Theory  and  Practice  225  (4th 
ed.  1984). 

23  E.g.,  Miller  Bros.  v.  Maryland,  347  U.S.  340,  344-45  (1954)  ("due  process  requires  some 
definite  link,  some  minimum  connection,  between  a  state  and  the  person,  property  or  transac- 
tion it  seeks  to  tax"). 

24  See,  e.g.,  Toomer  v.  Witsell,  334  U.S.  385  (1948)  (striking  down  license  fee  discriminating 
against  nonresidents  under  the  privileges  and  immunities  clause,  U.S.  Const,  art.  IV,  §  2). 

25  See,  e.g.,  Bacchus  Imports  v.  Dias,  468  U.S.  263  (1984)  (striking  down  tax  discriminating 
against  out-of-state  liquor  under  commerce  clause,  U.S.  Const,  art.  I,  §  8,  cl.  3). 
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therefore    take    into    account    constitutional,    as    well    as    tax    policy, 
considerations. 


1.      Tax  Policy  Considerations 

a.     Taxation  by  State  of  Former  Residency^^ 

Assume  a  homeowner  who  resides  in  state  A  moves  to  state  B,  selling 
her  home  in  state  A  at  a  gain  and  reinvesting  the  proceeds  in  a  home  in 
state  B,  thereby  deferring  recognition  of  the  gain  for  federal  tax  pur- 
poses.^"^  The  question  for  state  tax  purposes  is  when,  if  ever,  state  A 
should  require  the  taxpayer  to  recognize  and  pay  tax  to  state  A  on  the 
federally-deferred  gain  from  the  sale  of  her  former  state  A  residence? 
There  are  four  possible  approaches  state  A  could  adopt  with  respect  to 
the  deferred  gain  of  such  a  taxpayer. 

/.     Forgiveness  of  Tax  on  Deferred  Gain 

The  simplest  approach  would  be  for  state  A  to  ignore  the  deferred  in- 
come of  the  taxpayer  who  moves  to  state  B.  The  principal  justification 
for  this  approach  is  administrative  convenience.  After  the  taxpayer 
moves  to  state  B,  state  A  tax  administrators  will  tend  to  lose  contact  with 
the  taxpayer  who  has  become  a  nonresident.  To  keep  tabs  on  this  non- 
resident in  an  effort  to  collect  an  income  tax  from  her  at  some  future 
point  will  be  difficult  at  best.^^  Stated 's  adoption  of  a  laissez  faire  policy 
with  respect  to  the  federally  deferred  gain  the  taxpayer  realized  upon  the 
sale  of  her  state  A  home  offers  an  easy  solution  to  the  problems  that 
seeking  to  tax  such  gain  could  raise. 

Laissez  faire  is  apparently  the  prevailing  policy  in  most  states. ^^  This 
may  be  somewhat  surprising  since  the  policy  results  in  complete  forgive- 
ness of  tax  on  the  deferred  gain  by  the  state  of  the  taxpayer's  former 
residency,  with  a  consequent  revenue  loss.^°   It  may  be  even  more  sur- 


2*  In  order  to  avoid  confusion  between  the  use  of  the  term  "residence"  to  denote  a 
taxpayer's  principal  residence  (that  is,  her  home)  and  use  of  the  term  "residence"  to  denote  the 
status  of  being  a  resident  of  a  particular  state,  we  use  the  term  "residency"  to  denote  the  latter 
concept  throughout  this  article. 

^'^  If  the  homeowner  is  entitled  to  only  partial  deferral  of  the  gain  because  the  cost  of  the 
new  home  is  less  than  the  adjusted  sales  price  of  the  old  home  (see  note  17),  the  discussion 
throughout  this  part  of  this  article  is  only  applicable  to  the  portion  of  the  gain  that  is  deferred. 

2«  See  Taylor  v.  Conta.  106  Wis.  2d  321,  316  N.W.2d  814  (1982);  and  text  accompanying 
notes  37-43. 

29  We  base  this  statement  on  the  fact  that  no  state  (except  North  Dakota,  see  note  40)  has 
legislation  which  explicitly  authorizes  the  taxation  of  the  federally  deferred  gain  and  on  our 
informal  inquiries  to  a  number  of  state  tax  authorities  that  indicate  that  they  make  no  effort  to 
tax  the  deferred  federal  gain  of  former  residents  when  the  gain  is  recognized  for  federal  tax 
purposes. 

3°  This  is  tantamount  to  giving  the  taxpayer  a  basis  step  up  when  he  moves  out  of  state. 


163 


1989]  STATE  TAXATION 

prising  considering  that  the  poHcy  is  also  inconsistent  with  the  states' 
taxing  statutes  that  provide  for  taxation  of  nonresidents  upon  income 
from  sources  in  the  state,  including  income  from  the  disposition  of  real 
property  located  in  that  state. ^'  The  state  statutes,  insofar  as  they  rely  on 
federal  adjusted  gross  income  as  their  computational  starting  point,  ap- 
pear to  include  within  the  state  tax  base  income  recognized  from  the  sale 
of  real  property  in  the  state — even  though  the  income  may  have  been 
realized  (and  deferred)  years  ago. 

From  the  standpoint  of  equity  and  efficiency,  the  soundness  of  the  for- 
giveness policy  depends  on  the  treatment  of  the  taxpayer  upon  subse- 
quent disposition  of  the  property  in  a  transaction  that  is  taxable  under 
federal  law.  If  such  a  transaction  is  taxed  in  full  by  the  state  of  new 
residency,  there  is  nothing  unfair  or  inefficient^^  about  the  laissez  faire 
policy  of  the  state  from  which  the  taxpayer  departed.  Under  this  as- 
sumption, the  taxpayer  moving  interstate  will  be  treated  exactly  like  the 
taxpayer  moving  intrastate,  and  there  will  be  no  tax  induced  incentive 
either  to  make  or  refrain  from  making  an  interstate  move.  If,  however, 
such  a  transaction  is  not  taxed  in  full,^^  then  both  equity  and  efficiency 
considerations  suggest  that  the  laissez  faire  policy  is  undesirable.^'* 

What,  then,  is  the  explanation  for  the  prevalence  of  the  laissez  faire 
policy,  which  seems  contrary  to  the  states'  fiscal  interests  and  is  question- 
able from  the  perspective  of  equity  and  efficiency?  The  answer  lies  prin- 


3'  E.g.,  Cal.  Rev.  &  Tax  Code  §  17041(b)  (West  1989);  Cal.  Personal  Income  Tax  Reg. 
§  17951-3,  reported  in  [Cal.]  St.  Tax  Rep.  (CCH)  H  18-903  (Jan.  1989);  N.J.  Stat.  Ann. 
§  54A:5-8(1)  (West  1986);  N.Y.  Tax  Law  §  631(b)(1)  (McKinney  1987). 

^2  An  efficient  tax  system  is  one  that  is  economically  neutral,  that  is,  one  that  does  not  bring 
about  economic  distortions  by  causing  people  to  alter  their  behavior  solely  on  account  of  the 
tax  consequences  of  their  actions.  While  there  is  an  enormous  literature  on  the  impact  of 
particular  taxes  on  taxpayer  behavior  generally,  this  article  is  concerned  exclusively  with  the 
relationship  of  state  tax  policy  to  interstate  transactions.  Hence  we  are  concerned  with  effi- 
ciency or  neutrality  only  insofar  as  a  particular  state  tax  policy  induces  non-neutral  behavior 
with  respect  to  the  tax  consequences  of  engaging  in  an  intrastate  vis-a-vis  an  interstate  transac- 
tion. Cf.  Boston  Stock  Exch.  v.  State  Tax  Comm'n,  429  U.S.  318,  331  (1977)  (transfer  tax  that 
imposes  a  greater  tax  liability  on  out-of-state  brokerage  sales  than  on  in-state  sales  "forecloses 
tax-neutral  decisions"  between  the  two,  thereby  discriminating  against  interstate  commerce  in 
violation  of  the  commerce  clause). 

33  As  we  point  out  below,  there  are  strong  constitutional  arguments  supporting  the  proposi- 
tion that,  upon  a  subsequent  disposition  of  the  property,  the  state  to  which  the  taxpayer  moves 
may  not  tax  the  deferred  gain  from  the  sale  of  the  taxpayer's  former  residence,  at  least  if  she 
sold  the  property  while  still  a  resident  of  the  original  state.  See  text  accompanying  notes  87-95. 
Moreover,  if  a  taxpayer  moves  to  a  state  like  Florida  or  Texas,  which  has  no  personal  income 
tax,  the  subsequent  disposition  of  the  taxpayer's  residence  will  have  no  state  consequences 
there. 

34  The  taxpayer  who  moves  intrastate  has  a  heavier  tax  burden  than  one  who  moves  inter- 
state and  thus  taxpayers  might  be  induced  into  tax-motivated  moves,  resulting  in  inefficiency. 
Although  in  a  pure  sense,  "full"  taxation  by  the  state  of  new  residence  would  mean  not  only 
inclusion  in  income  but  taxation  at  an  equivalent  rate,  realistically  equity  and  efficiency  should 
be  considered  satisfied  by  inclusion. 
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cipally  in  the  fact  that  the  poHcy  is  not  the  resuh  of  considered  decision 
making.  It  is  rather  a  de  facto  pohcy  reflecting  the  interaction  of  two 
factors:  (1)  the  state's  lack  of  statutory  authority  to  tax  the  federally  de- 
ferred income  when  it  is  realized  because  it  is  not  recognized  for  federal 
(and  hence  for  state)  tax  purposes  and  (2)  the  practical  difficulties  of  tax- 
ing the  income  when  it  is  recognized  for  federal  (and  hence  for  state)  tax 
purposes  at  a  time,  when  most  former  residents  will  have  few  continuing 
connections  with  the  taxing  state. 

The  taxpayer  who  sells  her  residence  in  state  A  and  replaces  it  with  a 
residence  in  state  B  therefore  falls  through  the  cracks  of  the  state  A 's 
taxing  regime.  When  the  former  residence  is  sold  and  it  would  be  rela- 
tively easy  for  state  A  to  tax  the  gain,  state  tax  officials  may  have  no 
statutory  authority  to  tax  it  because  the  state  law  follows  federal  nonrec- 
ognition.  When  they  have  authority  to  tax  it  on  the  subsequent  sale, 
state  A  officials  may  fail  to  realize  that  they  have  such  authority  or,  if 
they  do  consider  the  issue,  they  may  decide  informally  not  to  take  en- 
forcement action  given  their  perception  of  the  administrative  burdens. 

/■/.     Federal  Piggybacking 

There  is  ample  justification  for  a  state  to  decide,  for  reasons  of  fiscal 
policy,  fairness,  and  efficiency, ^^  that  it  is  improper  to  forgive  completely 
the  deferred  gain  on  a  sale  of  a  principal  residence  when  a  seller  moves 
interstate  and  utilizes  the  federal  rollover  rules.  Once  this  decision  is 
made,  it  is  necessary  to  select  an  administratively  feasible  mechanism  for 
the  collection  and  enforcement  of  the  tax  that  is  or  will  become  due. 

One  possible  approach  available  to  state  A  is  to  follow  precisely  the 
federal  nonrecognition  rules.  Under  this  approach,  which  can  be  re- 
ferred to  as  "federal  piggybacking,"  deferral  of  gain  continues  until  the 
taxpayer  sells  or  disposes  of  her  new  residence  in  state  5  in  a  transaction 
generating  federal  taxable  income.  The  statutory  pattern  presently  in 
force  in  most  states  calls  for  federal  piggybacking,  but  as  indicated 
above,^^  most  states  fail  to  enforce  their  statutes,  adopting  a  laissez  faire 
policy  of  forgiving  the  deferred  gain. 

Under  the  federal  piggybacking  approach,  state  A  cannot  predict  when 
a  taxable  disposition  will  occur,  or  indeed,  whether  one  will  ever  occur.^'' 
If  a  taxable  sale  of  the  state  B  residence  (or  its  replacement)  does  occur. 


35  The  fairness  and  efficiency  justifications  depend  on  the  assumption  that  the  deferred  gain 
will  not  be  taxed  by  the  state  to  which  the  taxpayer  moves — an  assumption  that  is  reasonable 
and,  perhaps,  constitutionally  mandated.   See  text  accompanying  notes  88-95. 

'*>  See  text  accompanying  notes  28-29. 

5^  Forgiveness  of  the  gain  will  result  if  the  taxpayer  continues  to  own  the  state  B  residence 
until  her  death,  or  if  she  sells  after  reaching  age  55  and  the  gain  is  less  than  $125,000.  See  note 
10.  Alternatively,  she  may  move  elsewhere,  selling  her  state  B  residence  and  using  a  §  1034 
rollover  a  second  time.  See  note  18  and  accompanying  text.  Other  nontaxable  dispositions  of 
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the  taxpayer  would  be  legally  obligated  to  report  to  state  A  the  gain  real- 
ized on  the  sale  of  her  state  A  residence.^*  It  is  true  that  she  has  become 
a  nonresident,  and  a  number  of  years  may  have  passed  since  the  change 
in  her  residency  status.  Nonetheless,  states  plainly  possess  the  power, 
which  they  generally  exercise,  to  tax  nonresidents  upon  income  derived 
from  sources  within  the  state.  ^^  Here,  the  taxpayer  realized  income  from 
the  sale  of  her  state  A  residence.  Although  the  income  was  recognized  in 
a  taxable  year  when  she  was  a  nonresident,  this  should  not  affect  the 
ability  of  state  A  to  tax  that  portion  of  the  taxpayer's  federal  adjusted 
gross  income  that  has  its  source  in  state  A.^ 

Is  it  practical  for  state  A  to  collect  a  tax  when  the  deferred  gain  is 
recognized?  State  A  may  encounter  substantial  problems  of  administra- 
tion and  collection  if  the  tax  on  the  deferred  gain  is  due  at  some  indefinite 
time  in  the  future,  when  the  nonresident  makes  a  taxable  transfer  of  her 
replacement  residence  in  state  B.  In  an  income  tax  system  that  rehes  on 


the  state  B  residence  are  also  possible:  for  example,  an  involuntary  conversion,  or,  if  converted 
to  rental  property,  a  like-kind  exchange.   See  text  accompanying  notes  107-17. 

^*  For  purposes  of  state  A'%  taxation  of  the  deferred  gain,  the  amount  realized  from  the 
taxable  sale  or  disposition  of  the  state  B  residence  should  be  immaterial.  The  federally  recog- 
nized gain,  of  course,  will  be  equal  to  the  deferred  gam  from  the  sale  of  the  state  A  residence, 
adjusted  by  the  difference  between  the  amount  realized  and  the  cost  of  the  state  B  residence.  If 
the  difference  is  a  positive  number  (reflecting  appreciation  of  the  state  B  home),  state  A  obvi- 
ously cannot  tax  it. 

Alternatively,  if  the  amount  realized  is  less  than  the  cost  of  the  state  B  residence  (reflecting 
depreciation  or  selling  expenses),  state  A  should  be  able  to  tax  all  of  the  federally  deferred  gain 
on  the  state  A  residence,  even  though  a  lesser  sum  will  be  reported  at  the  federal  level.  For 
example,  assume  the  taxpayer  realizes  a  gain  of  $30,(XX)  on  the  sale  of  her  state  A  home, 
purchases  a  replacement  in  state  B  for  $100,000,  and  later  sells  the  replacement  home  for 
$90,000  (after  expenses).  Although  she  will  repon  a  $20,000  gain  for  federal  purposes,  state  A 
should  be  able  to  tax  the  entire  $30,000  of  deferred  gain.  Effectively,  the  taxpayer  incurred  a 
loss  of  $10,000  on  the  purchase  and  sale  of  her  state  B  home,  while  a  nonresident  of  state  A. 
As  such  loss  is  completely  unconnected  to  her  prior  residency  or  to  her  state  A  activities,  state 
A  should  not  give  her  the  benefit  of  the  federal  rule  that  nets  the  deferred  gain  with  a  subse- 
quent loss. 

3"  New  York  ex  rel.  Cohn  v.  Graves,  300  U.S.  308,  312-13  (1937);  Lawrence  v.  State  Tax 
Comm'n,  286  U.S.  276  (1932).   See  also  note  31  and  accompanying  text. 

^  Conceptually,  this  sequence  is  closely  analogous  to  a  nonresident  who,  having  never  re- 
sided in  state  .4,  sells  real  estate  situated  in  state  ^  at  a  profit.  The  gain  on  a  nonresident's  sale 
of  real  estate  is  treated  as  income  by  the  state  where  the  real  estate  is  located,  under  the  source 
rationale.  See  notes  31  and  39.  The  two  fact  patterns  are  functionally  identical  if  our  taxpayer 
who  moved  from  state  A  to  state  B  entered  state  5,  as  a  new  resident,  before  she  was  able  to 
sell  her  state  A  residence.  In  that  case,  she  was  a  nonresident  at  the  time  of  both  the  realization 
and  recognition  of  the  gain  on  the  sale  of  the  state  A  residence. 

While  the  general  language  of  most  state  income  tax  statutes  appears  to  authorize  the  federal 
piggyback  approach,  one  state  has  explicit  legislation  pointing  in  this  direction.  A  North  Da- 
kota provision,  enacted  in  1979,  states: 

Any  gain  or  loss  resulting  from  the  sale  or  exchange  of  a  principal  residence  in  this  state 
by  a  taxpayer  who  reinvests  in  another  principal  residence  outside  of  this  state  shall  be 
treated  in  the  same  way  for  state  income  tax  purposes  as  it  is  treated  for  federal  income 
tax  purposes. 
N.D.  Cent.  Code  §  57-38-01.13  (1983). 
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voluntary  reporting,  will  the  taxpayer  realize  that  she  should  file  a  non- 
resident return  in  a  state  from  which  she  may  have  departed  long  ago?  If 
she  does  not  report  the  sale  of  her  state  B  residence  on  her  own  initiative, 
will  state  A  tax  administrators  be  able  to  discover  the  omission  and  re- 
mind her?  During  the  years  that  the  taxpayer  has  hved  in  state  B,  she 
will  not  have  filed  a  state  A  nonresident  return,  unless  she  has  continued 
to  work  periodically  in  state  ^  '*'  or  has  other  income  from  sources  within 
state  A  requiring  her  to  file  a  nonresident  return  on  a  continuing  basis. 
Unless  the  former  resident  continues  to  file  returns  in  state  A — and  the 
vast  majority  will  not — it  is  unlikely  that  she  will  file  a  nonresident  re- 
turn reporting  the  deferred  income  to  state  A  upon  a  taxable  transfer  of 
the  replacement  residence. 

Cost-effective  and  efficient  administration  thus  depends  on  state  A 's 
ability  to  discover  when  the  taxpayer  has  made  a  taxable  transfer  of  the 
state  B  residence.  It  is,  of  course,  exceedingly  unlikely  that  state  A  tax 
administrators  will  discover  first  hand  evidence  of  the  actual  sale  of  out- 
of-state  real  property.  Were  the  residence  located  within  stated,  a  moni- 
toring system  could  be  implemented,  although  it  could  prove  to  be  ex- 
pensive. Sales  and  other  transfers  of  property  by  deed  would  generally  be 
a  part  of  the  real  property  recording  system,  maintained  by  the  local 
governments  of  state  A.  A  feasible  system  probably  could  be  devised  to 
forward  information  about  the  recorded  transfer  to  state  income  tax  offi- 
cials. For  out-of-state  property,  however,  cross-checking  of  deeds  and 
state  income  tax  returns  is  not  practical.  Other  alternatives  state  A  could 
consider  to  facilitate  enforcement  of  the  tax  at  the  time  of  the  nonresi- 
dent's sale  of  out-of-state  property  include  monitoring  the  former  resi- 
dent's federal  income  tax  retums,'*^  requiring  the  departing  resident  to 
post  a  bond  with  state  A  to  cover  the  potential  tax  liability  on  the  nonrec- 
ognized  gain,  or  filing  a  state  tax  lien  on  the  out-of-state  replacement 
property.'*^ 


■*'  In  this  situation,  the  taxpayer's  employer  already  has  withheld  estimated  income  tax 
from  the  nonresident's  compensation.  Due  to  the  withholding,  the  nonresident  should  be 
aware  of  the  obligation  to  file  a  return,  and  the  state  will  expect  to  receive  a  return  from  each 
nonresident  who  has  paid  withholding  tax. 

*''■  Assuming  that  the  former  resident  properly  reports  the  taxable  sale  or  disposition  of  the 
replacement  residence,  it  will  appear  on  federal  Form  2119  (Sale  of  Your  Home).  If  she  is  no 
longer  using  the  replacement  residence  as  her  principal  residence  at  the  time  of  sale  or  she  does 
not  engage  in  another  §  1034  rollover,  it  should  be  reported  as  a  capital  gain  on  federal  Sched- 
ule D.  This  check  would  have  to  be  done  on  an  annual  basis,  beginning  during  the  tax  year 
after  the  former  resident's  sale  of  the  old  residence  in  state  A.  The  state  could  also  monitor 
federal  informational  returns  reporting  real  estate  transactions.  See  IRC  §  6045(e)  requiring 
an  attorney,  title  company  employee,  mortgage  lender,  or  broker  to  file  a  return  with  the  Ser- 
vice for  each  real  estate  transaction  with  which  she  is  involved. 

<3  See  also  notes  84  and  102-03  and  text  accompanying  notes  101-03.  Another  possibility  is 
suggested  by  a  recent  statute  enacted  in  Vermont,  which  requires,  in  the  case  of  any  sale  or 
exchange  by  a  nonresident  of  real  property  located  in  Vermont,  that  the  transferee  withhold 
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Taxation  by  state  A  of  the  deferred  gain  if  and  only  if  the  taxpayer 
subsequently  makes  a  taxable  transfer  of  the  new  out-of-state  residence  is 
equitable.  The  tax  treatment  of  income  from  property  transactions 
should  neither  favor  nor  penalize  a  taxpayer  who  moves  interstate.  The 
rule  is  also  economically  neutral  with  respect  to  the  interstate  nature  of 
the  taxpayer's  move.  The  taxpayer  who  relocates  to  state  B  is  treated  in 
exactly  the  same  manner  as  the  taxpayer  who  moves  within  state  A  in 
terms  of  eligibihty  for  nonrecognition  and  the  eventual  imposition  of  in- 
come tax  liability  by  state  A. 

Hi.     Nonrecognition  Only  for  In-State  Replacement 

Another  possible  solution  for  state  A  is  to  conform  to  the  federal  rol- 
lover rules  generally,  but  with  one  major  modification:  It  could  require 
that,  for  purposes  of  state  income  tax,  the  replacement  residence  be  lo- 
cated within  state /i.*^  Four  states  presently  take  this  approach. *5  Under 
this  rule,  when  there  is  no  replacement  within  state /i,  gain  on  the  sale  of 
a  principal  residence  is  both  realized  and  recognized  at  the  time  of  sale. 
Such  denial  of  rollover  of  gain  directly  advances  the  state's  interest  in 
effective  monitoring  of  tax  liabilities  and  collection  of  tax  revenues.  In 
most  circumstances,  administration  will  be  far  simpler  than  in  the  typical 
case  of  a  nonresident  who  sells  in-state  realty  at  a  gain.  If  the  relocating 
taxpayer  sells  during  the  tax  year  in  which  the  move  occurs  (whether 
before  or  after  the  move),  the  taxpayer  will  already  be  required  to  file  a 
return  for  the  partial  year  of  residency.**"   Such  an  approach,  however, 


and  transmit  to  the  tax  commissioner  as  payment  against  the  income  tax  imposed  on  income 
received  by  the  seller  2.5%  of  the  consideration  paid  for  the  transfer.  Vt.  Stat.  Ann.  tit.  32, 
§  5847(a)  (1989). 

'^  Such  a  locational  requirement  would  need  to  be  set  forth  in  the  state  tax  code  as  a  devia- 
tion from  the  otherwise  applicable  federal  tax  rules. 

"5  Ala.  Code  §  40-18-8(e)  (1975);  Ark.  Stat.  Ann.  §  26-51 -404(b)(2)  (1987);  Ga.  Code  Ann. 
§  48-7-27(b)(6)  (Supp.  1989);  Haw.  Rev.  Stat.  §  235-2.4(/)  (Supp.  1988).  Oregon  and  Wiscon- 
sin applied  similar  statutes  requiring  in-state  replacement  for  a  number  of  years.  See  notes  72 
and  138  and  accompanying  text. 

A  provision  of  Georgia's  income  tax  law  is  illustrative: 

When,  on  the  sale  or  exchange  of  real  or  tangible  personal  property  located  in  this  state, 
gain  or  loss  is  not  recognized  because  the  taxpayer  receives  or  purchases  similar  prop- 
erty, the  nonrecognition  shall  be  allowed  only  when  the  property  is  replaced  with  prop- 
erty located  in  this  state. 
Ga.  Code  Ann.  §  48-7-27(b)(6)  (Supp.  1989)  (enacted  1971). 

The  Arkansas  statute  is  unusual  in  that  it  conditions  nonrecognition  on  both  the  old  and  the 
new  residences  being  located  within  the  state.  This  seemingly  taxes  an  incoming  resident  who 
sells  an  out-of-state  home  and  replaces  with  an  Arkansas  home.  Apparently,  however,  no  such 
tax  on  newcomers  is  actually  imposed  due  to  another  unusual  rule  that  generally  excludes 
from  the  gross  income  of  resident  individuals  income  derived  from  the  use,  production,  or  sale 
of  out-of-state  real  property.   Ark.  Reg.  §  7.84-2018.1  (1969). 

'•''  This  assumes,  of  course,  that  the  departing  resident  has  other  income,  earned  or  other- 
wise, for  the  taxable  year  of  the  move  in  excess  of  the  state  income  threshold  for  resident  filing. 
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creates  equity  and  efficiency  concerns  by  imposing  tax  burdens  on  inter- 
state moves  not  imposed  on  intrastate  moves,  and  it  raises  constitutional 
problems  as  well.'*'' 


/v.     Tax  Upon  Change  in  Residency  Status 

The  most  aggressive  position  state  A  could  adopt  with  respect  to  out- 
of-state  residence  replacements  would  be  to  make  change  in  residency 
status  a  taxable  event.  Gain  on  the  in-state  residence  would  be  recog- 
nized when  the  taxpayer,  in  moving  to  state  B,  ceased  to  use  the  in-state 
residence  as  her  principal  residence  on  the  theory  that  change  in  resi- 
dency coincides  with  change  in  use  of  the  property.  Alternatively,  this 
approach  could  be  supported  by  arguing  that  realization  is  a  concept 
rooted  in  administrative  convenience  and  that  administrative  considera- 
tions justify  a  special  rule  of  realization  for  one  who  changes  residency. 
Administratively,  this  approach  has  the  advantage  of  not  requiring  the 
taxpayer  to  file  a  nonresident  return  during  some  year  after  the  move. 
Any  tax  would  be  due  when  the  taxpayer  files  a  tax  return  for  the  last 
partial  year  as  a  resident.  Whether  such  a  policy  is  justified  from  a  fair- 
ness and  efficiency  standpoint  would  depend  largely  on  whether  the  de- 
ferred gain  would  be  taxed  by  some  other  state.  If  both  state  A  and  the 
state  of  new  residency  were  to  tax  the  deferred  gain,  unfairness  and  ineffi- 
ciency would  result  because  the  taxpayer  would  be  penalized  due  solely 
to  the  interstate  nature  of  her  move.  If,  on  the  other  hand,  the  state  of 
new  residency  either  exempted  the  deferred  gain  or  extended  a  credit  to 
the  taxpayer  for  the  tax  previously  paid  to  state  .<4,  both  the  fairness  and 
efficiency  criteria  would  be  satisfied.*^ 

A  recognition-of-gain  rule  based  on  change  in  residency  status  could 
take  one  of  two  forms.  A  broad  enactment  would  mandate  the  reporting 
of  gain,  whether  or  not  the  in-state  residence  is  sold,  thus  necessitating 
the  appraisal  of  the  residence  as  of  the  time  the  owner  becomes  a  nonresi- 
dent.'*^ Such  a  provision  would  represent  a  radical  departure  from  cur- 


Almost  all  individuals  who  are  affluent  enough  to  own  a  home,  and  to  sell  it  at  a  gain,  have 
annual  incomes  substantially  larger  than  the  relatively  low  filing  thresholds. 
*''  See  text  accompanying  notes  70-85. 

<8  See  text  accompanying  notes  32-34  and  text  following  note  66. 

^'  Hawaii  adopts  a  hybrid  of  this  approach  by  making  change  in  residency  an  element  that 
triggers  recognition  of  gain,  when  coupled  with  a  sale  and  the  lack  of  an  in-state  replacement: 
Section  1034  (with  respect  to  rollover  of  gain  on  sale  of  principal  residence)  of  the  Inter- 
nal Revenue  Code  shall  be  operative  for  the  purpose  of  this  chapter;  provided  section 
1034(a)  (with  respect  to  nonrecognition  of  gain)  of  the  Internal  Revenue  Code  shall 
apply  only  to: 

(1)  A  taxpayer  who  purchases  a  replacement  residence  which  is  located  within  the 
State,  or 

(2)  A  taxpayer  who  is  a  resident  of  the  State,  taxable  upon  the  taxpayer's  entire  in- 
come, computed  without  regard  to  source  within  the  State. 
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rent  principles  of  income  taxation,  reflected  both  by  the  Internal  Revenue 
Code  and  by  prevailing  state  tax  statutes. ^o  As  a  general  rule,  a  taxpayer 
does  not  realize  income  when  an  asset  owned  by  the  taxpayer  appreciates 
in  value.5'  That  appreciation  is  not  taxed  until  the  occurrence  of  a  "real- 
ization," such  as  a  sale  or  other  disposition  of  the  asset.  Taxing  gain 
upon  a  change  in  taxpayer  status  (or  a  change  in  use)  requires  an  excep- 
tion to  the  general  rules  of  income  realization.  To  implement  such  an 
exception,  the  change  in  status  from  resident  to  nonresident,  coupled 
with  change  in  use  of  the  residence,  could  be  statutorily  defined  as  the 
realization  of  income. 

A  narrower  formulation  of  a  recognition  rule  tied  to  change  in  resi- 
dency would  apply  only  to  those  residents  who  previously  used  the  defer- 
ral mechanism."  This  would  work  a  less  drastic  revision  of  present 
concepts  of  income  realization.  A  resident  who  moved  out-of-state 
would  be  required  to  report  any  gain  previously  realized  but  not  recog- 
nized prior  to  the  move,  due  to  the  purchase  of  an  in-state  residence  to 
replace  an  earlier  principal  residence. ^^  Under  this  narrower  version,  ad- 
ministration would  be  easier  because  an  appraisal  of  the  value  of  the  resi- 
dence at  the  time  of  the  move  would  not  be  required  since  the  previously 
deferred  gain  was  established  when  the  taxpayer  purchased  the  in-state 
residence.  However,  imposing  a  tax  upon  change  in  residency  status,  like 
permitting  nonrecognition  only  for  in-state  replacements,  creates  equity 
and  efficiency  concerns  by  treating  those  who  move  interstate  less  favora- 
bly than  those  who  move  intrastate,  and  it  raises  constitutional 
problems.^** 


Haw,  Rev.  Stat.  §  235-2.4(/)  (Supp.  1988).  Subsection  (2)  may  be  largely  superfluous  because 
purchase  of  a  new  principal  residence  outside  the  state  almost  always  comcides  with  a  change 
in  residency  status.  See  note  71.  Nevertheless,  the  statute  appears  to  countenance  nonrecogni- 
tion for  a  taxpayer  buying  a  new  out-of-state  principal  residence  if  the  taxpayer  still  is  domi- 
ciled in  Hawaii  on  the  date  of  purchase.  Apparently,  nonrecognition  then  continues  if  the 
taxpayer  subsequently  relinquishes  Hawaiian  residency. 

50  The  Internal  Revenue  Code  and  the  conforming  state  income  tax  codes  do,  however, 
provide  for  recognition  of  income  in  some  cases  in  which  it  otherwise  would  not  be  tradition- 
ally treated  as  realized.  See  IRC  §  951  et  seq.  (special  recognition  rules  for  income  of  con- 
trolled foreign  corporations);  IRC  §  1271  et  seq.  (special  recognition  rules  for  original  issue 
discount  obligations  and  certain  other  debt  instruments). 

51  E.g.,  Eisner  v.  Macomber,  252  U.S.  189  (1920). 

52  Continual  rollovers  of  gain  upon  successive  sales  and  reinvestments  are  permitted,  subject 
to  a  waiting  period.   See  note  18  and  accompanying  text. 

5-^  For  example,  assume  that  in  1980  X  sold  a  state  A  residence  at  a  gain  of  $30,000,  which 
she  rolled  over  by  purchasing  another  state  A  residence  costing  $100,000.  In  1989,  when  her 
residence  is  worth  $140,0(X),  she  moves  interstate.  The  narrower  version  of  the  change-in- 
residency  recognition  rule  would  require  that  she  now  recognize  the  $30,000  deferred  gain. 
The  broader  realization-recognition  rule,  described  in  the  text,  would  trigger  gain  recognition 
of  $70,000. 

5''  See  text  accompanying  notes  70-85. 
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b.     Taxation  by  State  of  New  Residency 

In  the  preceding  subsection  we  considered  the  ahemative  taxing  re- 
gimes available  to  state  A  with  respect  to  the  homeowner  who  realizes  a 
gain  on  the  sale  of  her  home  in  state  A  at  a  gain  and  reinvests  the  pro- 
ceeds in  a  home  in  state  B,  thereby  deferring  the  gain  for  federal  tax 
purposes.  In  this  subsection,  we  shift  perspective  and  consider  the  alter- 
native taxing  regimes  available  to  state  B  when  the  homeowner  sells  the 
replacement  residence  in  state  5  in  a  transaction  in  which  gain  is  recog- 
nized for  federal  tax  purposes.  ^^  Insofar  as  the  federally  recognized  gain 
reflects  the  excess  of  the  sales  price  of  the  state  B  residence  over  the 
purchase  price,  it  presents  no  issues  with  an  interstate  dimension,  and  we 
will  not  consider  them  further  here.'^  Rather,  we  focus  on  the  question 
of  state  B  's  treatment  of  the  portion  of  the  federally  recognized  gain  that 
was  realized,  but  not  recognized,  when  the  taxpayer  sold  her  home  in 
state  A . 

i.     Federal  Piggybacking 

As  noted  above, ^'^  most  states  employ  federal  adjusted  gross  income  as 
the  computational  starting  point  for  state  personal  income  tax  purposes. 
The  states  then  make  specified  adjustments  to  the  tax  base  for  items  such 
as  income  from  federal  obligations  and  income  from  state  and  local  obli- 
gations. Rarely  do  states  expressly  require  an  adjustment  to  federal  in- 
come for  residence  replacements.'*  If  state  B  were  to  follow  this 
approach  to  measuring  income,  it  would  tax  fully  the  gain  recognized  by 
the  resident  taxpayer  upon  the  sale  of  her  state  B  principal  residence, 
including  the  deferred  gain,  which  was  earlier  realized,  but  not  recog- 
nized, in  state  A. 

Strict  adherence  to  the  federal  model  by  state  B  would  be  sound  from  a 
tax  policy  perspective.  First,  it  would  be  easy  to  administer.  Second,  it 
would  promote  interstate  equity  in  that  all  taxpayers,  whether  they 
purchased  their  property  in  state  B  or  in  some  other  state,  would  be 


'5  The  issue  is  merely  postponed  if  gain  is  not  recognized  for  federal  income  tax  purposes 
because  the  proceeds  are  reinvested  in  a  new  principal  residence  located  within  state  B,  and 
subsequently  there  is  a  taxable  sale  or  disposition  of  the  new  residence.  Alternatively,  if  gain  is 
not  recognized  because  the  taxpayer  buys  a  new  principal  residence  located  in  a  third  state, 
state  B  is  in  the  same  position  as  state  A  for  purposes  of  analysis  (see  text  accompanying  notes 
26-54),  except  insofar  as  state  B  might  seek  to  tax  gain  that  was  realized,  but  not  recognized  on 
the  sale  of  the  state  A  residence.  If  gain  is  not  recognized  because  the  owner  is  over  age  55,  this 
reflects  state  5's  adoption  of  the  federal  policy  of  complete  forgiveness  of  tax  liability  on  such 
gain,  and  raises  no  issues  with  any  interstate  dimension. 

5*  That  gain  reflects  appreciation  on  the  state  B  residence  and  is  appropriately  subject  to  tax 
only  by  state  B. 

'''  See  note  2. 

'*  But  see  note  45  (statutes  requiring  additions  to  federal  income  for  failure  to  make  in-state 
replacements). 
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treated  alike.  And,  for  the  same  reason,  it  satisfies  the  criterion  of  tax 
neutrality  because  it  would  not  create  any  tax-induced  incentive  for 
homeowners  to  purchase  either  in-state  or  out-of-state  replacement 
homes.  Strict  adherence  to  the  federal  model  by  state  B,  however,  may 
be  unconstitutional,  at  least  if  the  homeowner  sold  her  state  A  home 
while  still  a  resident  of  state  A.^'^ 


a.     Exemption  of  Previously  Deferred  Gain 

Alternatively,  state  B  might  choose  to  exempt  the  deferred  gain  from 
the  sale  of  the  state  A  residence.^  Were  state  B  to  authorize  an  exclusion 
of  the  deferred  gain  from  an  incoming  resident,  it  is  likely  that  it  would 
do  so  only  with  respect  to  a  taxpayer  who  was  a  nonresident  at  the  time 
of  sale  of  the  state  A  residence.  Because  states  generally  exercise  their 
constitutional  power  to  tax  residents  on  their  income  from  all  sources,^' 
to  permit  a  new  resident  an  exclusion  for  gain  realized  from  the  sale  of 
out-of-state  property  after  she  became  a  resident  would  accord  her  a  pref- 
erence not  accorded  to  other  residents  selling  out-of-state  property. 
There  does  not  appear  to  be  a  distinction  between  these  two  classes  of 
residents  justifying  different  state  tax  treatment  on  fairness  grounds,  un- 
less a  state  adopted  a  policy  of  excluding  from  its  tax  base  any  gain  on 
property  reflecting  appreciation  (realized  and  unrealized)  prior  to  the 
time  the  taxpayer  became  a  resident."  Moreover,  the  adoption  of  such 
differential  treatment  of  residents  would  create  a  tax-induced  incentive 
for  a  homeowner  to  change  residency  before  selling  a  home,  which  would 
offend  neutrality  criteria. 

Differentiating  between  state  B  resident  taxpayers  who  sold  their  for- 
mer hemes  while  nonresidents  and  those  who  sold  such  homes  only  after 
becoming  residents,  however,  may  create  a  difference  in  tax  results  based 
on  fortuitous  circumstances  and  therefore  raise  still  other  tax  policy  con- 
cerns. Some  individuals  who  move  interstate  are  able  to  sell  their  ex- 
isting residences  before  they  physically  move.  Many  others,  however, 
move  first  and  sell  later,  often  for  reasons  largely  beyond  their  control. 
They  may  have  listed  their  old  residence  for  sale  before  their  move,  but 
they  might  have  encountered  a  slow  real  estate  market,  or  their  employ- 
ment in  the  new  state  may  have  necessitated  a  quick  relocation.  Creating 
a  tax  preference  for  residents  who  manage  to  dispose  of  their  former 


^'^  See  text  accompanying  notes  86-95. 

^  State  B  could  accomplish  this  objective  simply  by  permitting  an  adjustment  to  (i.e.,  a 
subtraction  from)  the  taxpayer's  federal  adjusted  gross  income  equal  to  the  amount  of  the 
deferred  gain. 

f-'  See  [All  States]  State  Tax  Guide  (P-H)  1!  1325  (1989),  which  summarizes  the  individual 
states'  personal  income  tax  regimes  at  the  cited  paragraph  number  within  the  discussion  of 
each  state's  regime  and  indicates  that  states  generally  tax  a  resident's  income  from  all  sources. 

*^  See  text  accompanying  notes  64-69. 
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homes  while  nonresidents  creates  a  disparity  between  similarly  situated 
taxpayers  that  is  unwarranted. 

In  addition,  if  residency  status  at  the  time  of  sale  is  the  critical  factor, 
difficult  factual  questions  about  the  date  of  sale  will  arise,  particularly  in 
connection  with  an  earnest  money  contract  or  contract  of  sale.  The  clos- 
ing of  a  home  sale  typically  takes  place  one  to  two  months  after  the  par- 
ties have  executed  the  contract.  Not  infrequently,  sellers  will  execute  a 
contract  of  sale,  physically  move  to  their  new  state,  and  shortly  thereaf- 
ter return  to  their  place  of  former  residency  to  close  the  sale  of  their  old 
home.  State  B  may  contend  that  the  seller  was  its  resident  at  the  time  of 
sale  (the  closing).  The  seller,  however,  will  claim  nonresidency,  arguing 
that  the  sale  occurred  at  the  time  of  contract.  Under  many  circum- 
stances, the  seller's  position  may  be  supported  both  by  the  property  doc- 
trine of  equitable  conversion  and  by  authorities  indicating  that  the  time 
legal  title  passes  is  not  determinative,  and  that  a  sale  occurs  when  the 
benefits  ^nd  burdens  of  ownership  are  transferred.^^ 

///.     Fair  Market  Value  Basis 

A  third  approach  that  states  could  adopt  with  respect  to  incoming  resi- 
dents who  have  purchased  a  replacement  residence  in  a  nonrecognition 
transaction  would  essentially  immunize  the  new  resident's  prior  out-of- 
state  activities  from  taxation.  On  the  theory  that  a  new  resident  should 
not  be  subject  to  taxation  for  out-of-state  activities  conducted  while  a 
nonresident,  the  state  could  treat  the  fair  market  value  of  the  property,  at 
the  time  of  change  in  residency  status,  as  a  tax-paid  amount.  This  would 
provide  the  newcomer  with  a  tax  basis  in  out-of-state  property  owned  at 
the  commencement  of  residency  equal  to  the  property's  fair  market  value 
at  that  time.   In  a  "fresh  state,"  the  newcomer  gets  a  "fresh  start." 

The  fresh  start  approach  to  the  problem  of  taxing  deferred  gain  attrib- 
utable to  a  relocating  resident's  replacement  of  a  principal  residence  ad- 
dresses the  constitutional  concerns  raised  by  pure  piggybacking^  as  well 
as  some  of  the  policy  concerns  raised  by  exemption  of  the  previously 
deferred  gain.^^  Under  the  fresh  start  rule,  the  new  resident's  sale  of  the 
state  B  residence  would  not  result  in  taxation  by  state  B  of  the  gain  de- 
ferred from  the  sale  of  the  state  A  residence.  State  B  would  tax  only  the 
appreciation  in  value  of  the  state  B  residence.  The  taxpayer  would  have 
a  basis  in  the  state  B  residence  equal  to  the  cost  of  acquisition.  The  tax- 
payer's source  of  funds  used  to  purchase  the  residence  would  be  irrele- 
vant.  Because  those  funds  were  part  of  the  taxpayer's  net  worth  at  the 


65  See,  e.g..  Boy  kin  v.  Commissioner,  344  F.2d  889  (5th  Cir.  1965);  Hoven  v.  Commissioner, 
56  T.C.  50  (1971);  Merrill  v.  Commissioner,  40  T.C.  66  (1963). 
w  See  text  accompanying  notes  59  and  86-95. 
*'  See  text  accompanying  notes  60-63. 
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time  of  change  in  residency  status,  they  would  be  treated  as  tax-paid 
amounts.  It  would  not  matter  that  part  of  the  taxpayer's  funds  are  trace- 
able to  nonrecognized  gains  from  the  sale  of  the  state  A  residence,  or  that 
federal  income  tax  laws  mandate  a  continuation  of  the  tracing. 

Furthermore,  adoption  of  the  fresh  start  rule  renders  irrelevant  the 
timing  of  the  change  of  residency  compared  to  the  sale  of  the  state  A 
residence.  If  the  taxpayer  sells  her  state  A  residence  before  moving  to 
state  B,  state  B  may  not  inquire  into  her  prior  ownership  and  sale  for  tax 
purposes.  If  the  taxpayer  sells  her  state  A  residence  after  moving  to  state 
B,  she  has  a  basis  in  the  state  A  residence  for  state  B  tax  purposes  equal 
to  its  fair  market  value  on  the  date  of  the  move.  Thus,  when  she  sells  the 
state  A  residence,  state  B  can  tax  only  the  gain  representing  appreciation 
in  value  while  she  was  a  resident. ^^ 

The  fresh  start  approach,  however,  does  not  solve  all  of  the  problems 
identified  above.  Unless  state  A  has  adopted  and  implemented  a  policy  of 


**>  Permitting  state  B  to  tax  post-move  appreciation  of  the  former  residence  does  create 
potential  valuation  problems.  Ideally,  the  amount  of  appreciation,  if  any,  would  be  determined 
by  comparing  the  sales  price  to  an  appraisal  that  establishes  value  as  of  the  date  of  residency 
change.  In  appropriate  cases,  perhaps  an  appraisal  would  not  be  necessary.  If  the  sale  oc- 
curred shortly  after  the  move,  there  could  be  a  presumption  that  the  sales  price  and  value  at 
the  time  of  move  are  equal  on  the  ground  that  any  real  appreciation  over  a  short  time  period 
generally  would  be  de  minimis. 

Alternatively,  on  the  assumption  that  appreciation  of  a  residence  occurs  at  a  relatively 
steady  rate,  state  B  could  tax  a  proportionate  part  of  the  entire  appreciation  on  the  state  A 
residence,  comparing  the  holding  period  after  the  taxpayer  became  resident  to  the  entire  hold- 
ing period. 

The  latter  approach  is  illustrated  by  the  lower  court's  approach  in  Franklin  v.  New  York 
State  Tax  Comm'n,  120  Misc.  2d  404,  466  N.Y.S.ld  138  (Sup.  1983),  rev'd,  101  A.D.2d  949, 
476  N.Y.S.2d  27,  aff'd,  64  N.Y.2d  694,  474  N.E.2d  1196,  485  N.Y.S.2d  527  (1984),  in  which 
the  lower  court  held  that  only  the  portion  of  capital  gain  from  the  sale  of  out-of-state  realty 
accruing  while  the  taxpayers  were  residents  of  the  state  was  taxable  by  New  York.  The  taxing 
authority  argued  that  the  entire  capital  gain  was  taxable  by  New  York  because  the  taxpayers 
were  residents  at  the  time  of  the  sale.  The  court  held  the  gain  was  taxable  by  New  York  only 
in  the  ratio  of  the  taxpayers'  days  of  New  York  residency  to  the  total  days  they  owned  the 
property.  In  so  holding,  it  relied  on  a  regulation  that  provided  that  capital  gains  are  to  be 
calculated  separately  for  periods  of  residency  and  nonresidency,  N.Y.  Comp.  Code  Rs.  & 
Regs.  tit.  20,  §  148.7(a)  (1983),  and  on  the  principle  that  "[t]he  taxing  power  exercised  by  New 
York  State  must  bear  a  fiscal  relationship  between  the  tax  levied  and  the  benefits  afforded  by 
the  State."  120  Misc.  2d  at  405,  466  N.Y.S.2d  at  139.  As  a  technical  matter,  the  court's 
reading  of  the  regulation  as  requinng  this  result  is  open  to  question  because  the  capital  gain 
was  realized  when  the  taxpayers  were  residents.  Hence,  there  was  no  capital  gain  income  on 
the  out-of-state  realty  realized  by  the  taxpayers  while  they  were  nonresidents.  The  Appellate 
Division  reversed  the  lower  court,  however,  holding  that  the  state  of  New  York  could  properly 
tax  the  entire  capital  gain,  inasmuch  as  it  had  been  realized  at  the  time  of  sale  of  the  out-of- 
state  realty  (by  which  time  the  taxpayers  were  residents  of  New  York).  Thus,  the  entire  gain 
was  properly  includable  in  the  taxpayers'  income  without  consideration  of  the  appreciation  in 
value  that  had  occurred  before  they  became  residents.  Note  that  a  separate  calculation  of  their 
capital  gain  income  as  nonresidents,  even  on  an  accrual  basis  (see  NY.  Comp.  Code  Rs.  & 
Regs.  tit.  20,  §  148.10  (1986)  (providing,  in  cases  of  change  of  residency,  for  accrual  of  items  of 
income,  gain,  loss  or  deduction  accruing  prior  to  change  of  residency),  would  not  reflect  the 
taxpayer's  unrealized  appreciation  in  their  out-of-state  property. 


174 


TAX  LAW  REVIEW  [Vol.  44: 

taxing  its  departing  residents  on  the  federally  deferred  gain  from  sale  of 
their  state  A  homes,  the  taxpayer  who  moves  interstate  will  enjoy  a  tax 
preference  not  extended  to  the  taxpayer  who  moves  intrastate  when  both 
dispose  of  their  homes  in  a  taxable  transaction.  As  discussed  below,^'' 
however,  the  Constitution  may  forbid  state  B  from  solving  this  problem. 
Nor  does  the  fresh  start  approach  deal  with  the  diflferential  treatment  of 
short-term  and  long-term  residents  who  sell  out-of-state  realty  while  resi- 
dents.^* In  the  process  of  putting  all  newly  arrived  residents  on  an  equal 
footing,  whether  they  dispose  of  their  former  residences  before  or  after 
becoming  residents  of  state  B,  the  fresh  start  approach  necessarily  devi- 
ates from  the  general  principle  that  residents  are  taxable  on  all  their  in- 
come from  whatever  source  derived.^^ 

2.     Constitutional  Considerations 

Whatever  may  be  the  dictates  of  sound  tax  policy  with  respect  to  the 
appropriate  state  lax  treatment  of  income  that  is  deferred  for  federal  in- 
come tax  purposes  in  connection  with  the  sale  of  a  personal  residence, 
they  cannot  sensibly  be  evaluated  in  a  vacuum.  An  analysis  of  the  policy 
issues  must  also  take  into  account  the  federal  constitutional  restraints 
imposed  on  the  states,  at  least  if  the  analysis  is  to  be  of  any  practical 
assistance  in  solving  the  problems  identified  above.  In  this  section,  we 
therefore  consider  constitutional  concerns  that  may  be  raised  with  re- 
spect to  the  alternative  approaches  described  above. 

a.     Taxation  by  the  State  of  Former  Residency 

Of  the  alternative  taxing  regimes  considered  above  with  respect  to  the 
state  tax  treatment  of  the  departing  homeowner — forgiveness,  federal 
piggybacking  (i.e.,  deferral),  taxing  the  gain  when  the  replacement  prop- 
erty is  outside  the  state,  and  taxing  the  gain  upon  change  in  residency — 
only  the  latter  two  approaches  raise  constitutional  issues.''^  The  essential 
claim  in  both  cases  is  that  the  statutory  denial  of  nonrecognition  treat- 
ment discriminates  against  nonresidents  in  violation  of  the  privileges  and 
immunities  clause.''' 


6''  See  text  accompanying  notes  86-95. 

68  See  text  accompanying  notes  61-62. 

69  See  note  61. 

'0  Arguably,  due  process  could  inhibit  federal  piggybacking,  when  a  former  resident  is  taxed 
on  the  deferred  gain  at  the  time  of  federal  recognition.  One  court  mentioned,  but  did  not 
decide,  this  issue.  Taylor  v.  Conta,  106  Wis.  2d  321.  345-46,  316  N.W.2d  814,  827  (1982). 
This  argument  appears  insubstantial.  See  note  84  and  accompanying  text.  See  also  note  40 
and  accompanying  text. 

"  U.S.  Const,  art.  IV,  §  2.  On  its  face,  a  statute  of  this  type  explicitly  discriminates  only  on 
the  basis  of  situs  of  the  property,  and  not  on  the  basis  of  the  taxpayer's  residency.  E.g.,  Ga. 
Code  Ann.  §  48-7-27(b)(6)  (Supp.  1989),  quoted  in  note  45;  former  Wis.  Stat.  §  71.05(l)(a)5 
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The  Wisconsin  courts  have  considered  the  constitutionahty  of  denying 
deferral  of  gain  on  the  sale  of  a  Wisconsin  residence  where  the  replace- 
ment residence  purchased  by  the  taxpayer  is  located  outside  the  state. "^^ 
In  Taylor  v.  Conta,'^^  former  Wisconsin  residents  asserted  that  the  denial 
of  nonrecognition  treatment  on  the  sale  of  their  Wisconsin  residences 
was  a  violation  of  the  privileges  and  immunities  clause.  The  gravamen  of 
their  claim  was  that  a  continuing  Wisconsin  resident,  who  was  permitted 
to  defer  recognition  on  the  sale  of  a  Wisconsin  residence,  was  treated 
more  favorably  than  a  former  resident,  who  was  required  to  recognize 
gain  immediately.  They  further  argued  that  the  theoretical  equality  that 
the  statute  arguably  produces,  because  all  Wisconsin  taxpayers  are  even- 
tually taxed  on  the  gain  from  the  sale  of  their  principal  residences,  was 
unsubstantiated  in  fact  because  exclusions  provided  to  elderly  taxpayers 
in  connection  with  the  sale  of  their  residences  resulted  in  many  Wiscon- 
sin residents  paying  no  income  tax  on  their  deferred  gains. 

Despite  the  disparity  in  the  treatment  of  continuing  residents  and  for- 
mer residents,  the  Wisconsin  Supreme  Court  sustained  the  statute.  Ihe 
court  found  that  the  legislature  was  justified  in  treating  residents  and 
nonresidents  differently  for  two  reasons.  First,  it  had  a  reasonable  con- 
cern that,  unless  the  gain  were  taxed  immediately,  the  state  would  lose 
jurisdiction  to  tax  the  gain  realized  on  the  sale  of  the  Wisconsin  residence 
after  the  taxpayer  left  the  state.'''*  Second,  unless  the  gain  were  taxed 
immediately,  the  state  could  confront  administrative  problems  in  keeping 
track  of  former  residents  until  the  deferred  gain  was  recognized. ''^  Be- 
cause there  was  a  "substantial  relationship  between  the  problems  caused 
by  former  residents  for  the  state  in  achieving  the  state's  tax  objectives 


(repealed  1981),  discussed  immediately  below.  Nonetheless,  such  a  statute,  as  applied,  has  the 
necessary  effect  of  discriminating  on  the  basis  of  residency.  While  a  taxpayer  who  moves  to 
another  state  and  becomes  a  resident  of  that  state  is  free,  at  least  technically,  to  buy  a  new 
residence  in  the  former  state,  that  new  residence  could  not  qualify  as  the  taxpayer's  new  princi- 
pal residence.  A  taxpayer  can  have  only  one  principal  residence  at  any  one  time  and,  by 
definition,  that  principal  residence  virtually  always  must  be  in  the  state  of  the  taxpayers'  legal 
"residency."  Thus,  only  continuing  residents,  and  not  former  residents  who  become  nonresi- 
dents, are  permitted  the  tax  benefit  of  deferring  gain  by  means  of  residence  replacement. 

Theoretically,  of  course,  it  is  possible  for  the  definition  of  "principal  residence,"  governed  by 
federal  law,  and  "residency,"  governed  by  state  law,  to  diverge.  When  a  taxpayer  simultane- 
ously owns  and  occupies  two  residences,  one  in  state  A  and  one  in  state  B,  she  conceivably 
could  be  a  legal  resident  of  state  A  under  state  law  while  owning  a  principal  residence  in  state  B 
under  federal  law.  This  divergence  is  sufficiently  improbable,  however,  that  the  statute  can  be 
said  to  discriminate  on  the  basis  of  residency. 

72  Former  Wis.  Stat.  §  71.05(l)(a)5  (repealed  1981),  quoted  in  Taylor  v.  Conta,  106  Wis.  2d 
321,  316  N.W.2d  814  (1982).  Although  the  statute  was  repealed  in  1981,  it  is  similar  to  stat- 
utes presently  in  force  in  other  states.   See  note  45. 

73  106  Wis.  2d  321,  316  N.W.2d  814  (1982). 
■'"  106  Wis.  2d  at  343,  316  N.W.2d  at  825. 
"  Id. 
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and  the  burden  placed  on  non-residents,"''^  the  court  held  that  the  denial 
of  nonrecognition  treatment  to  nonresidents  did  not  violate  the  privileges 
and  immunities  clause. 

In  1988,  six  years  after  the  Wisconsin  Supreme  Court's  decision  in 
Taylor,  an  intermediate  Wisconsin  appellate  court  revisited  this  question 
in  Kuhnen  v.  MusolfP''  While  professing  to  be  bound  by  the  Taylor 
court's  opinion,  the  appellate  court  nevertheless  invalidated  the  statute 
under  the  privileges  and  immunities  clause  on  the  ground  that  the 
records  in  the  two  cases  were  different.  The  court  found  that  few  if  any 
Wisconsin  taxpayers  ever  paid  a  tax  on  the  deferred  gain  from  sale  of 
their  residences''^  so  that  the  denial  of  nonrecognition  treatment 
amounted  to  "a  migration  or  exit  tax."''^  The  court  also  found  that  the 
administrative  convenience  concern  was  not  justified  because  "the  state 
routinely  imposes  and  collects  income  taxes  against  nonresidents."^^ 

As  the  conflicting  results  in  the  Wisconsin  cases  suggest,  the  constitu- 
tional issue  raised  by  a  state's  attempt  to  deny  nonrecognition  of  gain  to 
departing  residents  is  not  an  easy  one.  To  be  sure,  the  cases  are  techni- 
cally reconcilable.  There  is  a  diff"erence  between  denying  departing  resi- 
dents tax  deferral  enjoyed  by  similarly  situated  residents  and  imposing  a 
tax  on  departing  residents  that  similarly  situated  residents  do  not  pay  at 
all.  It  is  questionable,  however,  whether  that  distinction  has  any  real 
substance.  The  economic  benefit  of  tax  deferral  can  be  substantial,  so 
denying  it  to  departing  residents  cannot  be  dismissed  as  a  de  minimis 
burden.  Moreover,  the  distinction  between  tax  deferral  and  tax  forgive- 
ness vanishes  over  time.^'  Hence,  a  taxpayer  in  her  late  twenties  or  early 
thirties  who  purchases  a  "starter"  home  and  follows  the  typical  pattern 
of  "trading  up"  to  successively  more  expensive  homes,  using  the  appreci- 
ation in  the  prior  residence  to  finance  the  downpayment  on  the  new  resi- 
dence, enjoys  virtual  forgiveness  of  the  tax  on  the  sales  of  the  first  or 
second  home.  In  addition,  if  the  taxpayer  remains  in  the  last  home  she 
purchases  for  an  extended  period,  as  many  homeowners  do,  she  will  en- 
joy significant  deferral  while  living  there,  even  if  she  eventually  sells  that 
home,  wholly  apart  from  the  benefit  of  the  exclusion  for  taxpayers  over 


76  106  Wis.  2d  at  350,  316  N.W.2d  at  829. 

Ti  143  Wis.  2d  134,  420  N.W.2d  401  (App.  1988),  petition  for  review  denied.  No.  86-0372 
(Mar.  22,  1988). 

78  Most  resident  owners  eventually  qualified  for  the  increased  exclusion  of  gain  by  owners 
over  the  age  of  55  (see  discussion  in  Taylor  v.  Conta,  106  Wis.  2d  321,  333,  316  N.W.2d  814, 
821  (1982))  available  under  a  1979  state  statute  that  incorporated  IRC  §  121  into  Wisconsin 
law.  The  court  failed  to  mention  an  additional  avenue  of  forgiveness:  If  the  residence  is  not 
sold,  the  step-up  in  basis  upon  the  owner's  death.   See  note  10. 

79  143  Wis.  2d  at  149,  420  N.W.2d  at  407. 

80  143  Wis.  2d  at  150,  420  N.W.2d  at  408. 

8"  The  present  value  of  one  dollar  in  20,  30,  or  40  years,  assuming  a  10%  discount  rate, 
amounts  to  about  $.15.  $.06,  and  $.02,  respectively. 
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age  55.  In  short,  the  distinction  between  deferral  and  forgiveness  has 
Hmited  economic  substance  for  most  homeowners,  and  it  does  not  rec- 
ommend itself  as  a  basis  for  drawing  constitutional  lines  between  permis- 
sible and  impermissible  discrimination  against  nonresidents. 

The  question  remains  as  to  which  Wisconsin  court  was  correct.  In  our 
judgment,  the  Kuhnen  court's  analysis  is  more  persuasive  than  the  Taylor 
court's.  We  are  not  persuaded  that  there  is  a  constitutionally  sound  dis- 
tinction between  deferral  and  forgiveness.  Furthermore,  the  denial  of 
nonrecognition  treatment  to  departing  residents  imposes  a  substantial 
burden  on  them.^^  Due  to  the  burden's  substantiality,  the  tax  amounts  to 
the  imposition  of  a  levy  on  departing  residents,  which  can  withstand 
scrutiny  under  the  privileges  and  immunities  clause  only  if  there  are 
compelling  "independent"  reasons  for  the  discrimination. ^^ 

We  recognize  that  the  state  from  which  the  homeowner  departs  has 
legitimate  administrative  concerns  in  enforcing  its  right  to  collect  the  tax 
from  its  former  residents  when  the  gain  is  recognized.  Although  Taylor 
is  wrong  in  implying  that  a  state  would  actually  lose  jurisdiction  to  tax 
the  deferred  gain  merely  because  the  home  seller  leaves  the  state,^^  it  is 
true  that  a  state  would  be  likely  to  face  daunting  hurdles  in  implementing 
its  right  to  tax  the  departing  resident's  deferred  gain. 

We  nevertheless  conclude  that  denying  departing  residents  nonrecog- 
nition treatment  on  the  sale  of  a  principal  residence  should  not  survive 
constitutional  scrutiny  when  continuing  residents  enjoy  that  treatment. 
Even  the  Taylor  court  conceded  that,  at  least  for  tax  years  beginning 
after  1979,  no  tax  would  ever  be  imposed  on  the  deferred  gain  enjoyed  by 
homeowners  who  relocate  within  Wisconsin  except  in  "rare"  cases.^^  On 


82  It  is  worth  noting  that  even  the  Taylor  court  assumed  that  "the  statute  in  practical  effect 
unequally  burdens  non-residents."   Taylor,  106  Wis.  2d  at  334,  316  N.W.2d  at  821. 

83  Hicklin  v.  Orbeck,  437  U.S.  518,  525-26  (1978);  Toomer  v.  Witsell,  334  U.S.  385,  395-96 

(1948). 

^^  In  our  judgment,  a  state  has  power  under  the  due  process  clause  to  impose  a  tax  on  the 
deferred  gain  that  was  realized  from  the  sale  of  an  in-state  residence,  but  is  recognized  when 
the  seller  has  become  a  nonresident.  The  due  process  nexus  that  the  state  plainly  has  with  the 
income  generating  transaction  does  not  evaporate  merely  because  tax  liability  on  the  realized 
gain  is  postponed  for  policy  reasons.  The  Taylor  court  did  not  resolve  this  question,  but 
declared: 

We  need  not,  and  do  not,  decide  whether  the  requisite  nexus  would  exist  if  Wisconsin 
attempted  to  tax  the  deferred  gain  of  the  former  resident  on  the  sale  of  the  residence  in  a 
sister  state.  It  is  sufficient  in  this  case  to  acknowledge  that  the  state's  concern  about  the 
constitutionality  of  taxing  a  former  resident  has  some  merit  and  that  the  state's  endeav- 
ors to  tax  residents  and  former  residents  equitably  on  the  gains  from  the  sales  of  their 
Wisconsin  residences  are  evidenced  in  the  legislative  history  of  [the  challenged  statute]. 
Taylor,  106  Wis.  2d  at  346-47,  316  N.W.2d  at  827. 

85  Taylor,  106  Wis.  2d  at  333,  316  N.W.2d  at  821.  Because  the  $100,000  exclusion  for 
homeowners  over  the  age  of  55  was  not  adopted  until  1979— three  years  after  the  tax  years  at 
issue  in  Taylor— iht  court  characterized  the  taxpayers'  proof  of  significant  disadvantage  as 
"weak  in  light  of  the  limited  avoidance  of  gain  available  to  residents  m  1976."   106  Wis.  2d  at 
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this  assumption,  the  essential  rationale  for  taxing  departing  residents 
upon  their  departure  collapses,  for  the  denial  of  deferral  ceases  to  be  a 
rough  but  administratively  feasible  way  of  achieving  equality  between 
residents  and  nonresidents.  Rather,  it  imposes  a  burden  on  nonresidents 
that  will  be  borne,  if  at  all,  only  by  a  small  percentage  of  residents,  and  at 
a  fraction,  in  present  value  terms,  of  the  burden  imposed  on  departing 
residents.  Properly  interpreted,  the  privileges  and  immunities  clause  pre- 
cludes such  unjustifiably  disparate  treatment  of  residents  and 
nonresidents. 


b.     Taxation  by  State  of  New  Residency 

Of  the  alternative  taxing  regimes  considered  above  with  respect  to  the 
state  tax  treatment  of  the  arriving  homeowner — federal  piggybacking, 
exempting  the  deferred  gain,  and  giving  the  taxpayer  a  fresh  start  fair 
market  value  basis  in  her  property — only  the  first  raises  federal  constitu- 
tional issues.  The  following  fact  pattern  illustrates  the  problem.  T,  while 
still  a  resident  of  state  A,  sells  her  home  at  a  gain  in  anticipation  of  her 
move  to  state  B.  T  purchases  a  new,  pricier  home  in  state  B,  reinvesting 
the  entire  proceeds  from  the  state  A  home  in  the  state  B  home,  thereby 
deferring  the  recognition  of  gain  under  §  1034.  T  subsequently  disposes 
of  her  state  B  home  at  a  gain  without  reinvesting  the  proceeds  in  a  re- 
placement residence. ^^  Because  T  has  now  recognized  a  gain  for  federal 
tax  purposes  (including  the  gain  that  was  realized  on  disposition  of  the 
state  A  residence),  T  must  include  the  entire  gain  in  her  state  B  tax  base  if 
state  B  adopts  federal  adjusted  gross  income  as  its  starting  point. ^^ 


333.  316  N.W.2d  at  820-21.  The  court  recognized,  however,  that  the  subsequent  changes  in 
federal  law  after  1976  "made  it  more  likely  that  Wisconsin  residents  who  had  deferred  gain  in 
1976  and  still  owned  a  home  in  1979  could  totally  avoid  taxation  on  the  deferred  gain."  106 
Wis.  2d  at  333,  316  N.W.2d  at  821.  Hence,  even  the  Taylor  court  might  share  our  view  if 
presented  with  a  post- 1979  transaction. 

8*  The  following  analysis  assumes  that  7"  is  a  resident  of  state  B  when  the  gain  is  federally 
recognized,  but  other  factual  variations  commonly  occur.  T  may  change  residency  once  again, 
moving  to  state  C  before  a  taxable  sale  of  the  state  B  home.  Alternatively.  T  may  roll  over  the 
gain  a  second  time  under  §  1034,  buying  a  replacement  home  in  state  C  which  is  subsequently 
transferred  in  a  transaction  triggering  federal  recognition.  See  note  37.  Under  these  varia- 
tions, T  is  no  longer  a  state  B  resident  when  the  deferred  gain  from  the  sale  of  the  state  A  home 
is  federally  recognized.  Thus,  the  gain  in  question  was  federally  realized  before  she  became  a 
state  B  resident  and  federally  recognized  after  she  relinquished  state  B  residency.  As  a  practi- 
cal matter,  it  is  unlikely  that  state  B  will  attempt  to  assert  its  taxing  power  over  such  gain.  See 
text  accompanying  notes  28-34.  Were  state  B  to  do  so,  the  constitutional  arguments  against 
the  propriety  of  such  action  would  be  even  weightier  than  those  discussed  in  this  subsection, 
where  we  assume  T  has  remained  a  state  B  resident.   See  text  accompanying  notes  189-192. 

*^  T  may  raise  an  argument  of  statutory  interpretation.  Even  though  state  B  uses  a  federal- 
ized definition  of  income  that  on  its  face  captures  the  deferred  gain,  a  limitmg  construction  is 
plausible — that  the  state  legislature  did  not  intend  to  reach  income  realized  prior  to  the  new 
resident's  arrival.   See  text  accompanying  note  91. 
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The  constitutional  issue  is  whether  a  state  has  the  power  to  tax  a  resi- 
dent on  gain  from  the  sale  of  her  prior  residence,  which  she  realized 
while  a  nonresident,  but  which  she  currently  recognizes  because  of  the 
taxable  disposition  of  her  replacement  residence.*^  The  few  tribunals 
that  have  considered  this  question  have  answered  it  in  the  negative.  The 
Massachusetts  Appellate  Tax  Board  found  it  unconstitutional  for  Massa- 
chusetts to  tax  a  former  Connecticut  resident  who  sold  his  Connecticut 
residence  before  moving  to  Massachusetts.  The  court  held  that  the  tax 
would  violate  the  fourteenth  amendment  in  that  there  was  no  due  process 
link  between  Massachusetts,  the  Connecticut  resident,  and  the  gain  on 
the  sale  of  the  Connecticut  residence.  It  noted  that  although  Massachu- 
setts had  jurisdiction  to  tax  a  resident's  income  from  any  source,  this 
jurisdiction  did  not  extend  to  taxing  a  prior  year's  income  from  real 
property  in  a  state  while  a  resident  of  that  state. *^ 

The  California  Franchise  Tax  Board  (FTB)  has  likewise  taken  the  po- 
sition that  a  nonresident  who  sells  her  principal  residence  and  purchases 
her  residence  in  California  under  circumstances  that  allow  her  to  defer 
gain  for  federal  tax  purposes  is  not  required  to  reduce  the  basis  of  the 
California  residence  by  the  amount  of  the  unrecognized  gain  for  Califor- 
nia tax  purposes.^°  The  FTB  reasoned  that  by  reducing  the  basis  of  the 
California  residence,  a  tax  would  be  imposed  on  income  accruing  to  a 
nonresident  from  non-California  sources  and  would  be  unconstitutional 
under  due  process  principles. 

Without  reaching  the  constitutional  question,  the  Oregon  Supreme 
Court  has  held  that  similar  deferred  gain  was  not  taxable  by  Oregon. 
Although  acknowledging  that  a  literal  reading  of  the  Oregon  piggyback 
statutes  would  result  in  imposition  of  a  tax  on  the  deferred  gain,  the 
court  reasoned  that  there  was  "no  apparent  legislative  intent  to  tax  in- 
come which  was  earned,  realized  and  received  before  a  taxpayer  became 


88  It  is  important  to  stress  one  aspect  of  the  chronology.  If  T  had  moved  to  state  B  before 
she  sold  her  home  in  state  A  and  was  therefore  a  state  B  resident  at  the  time  she  sold  her  home, 
there  would  be  no  constitutional  prohibition  on  state  B's  taxing  the  deferred  gain  upon  taxable 
disposition  of  the  state  B  residence.  Residents  are  taxable  on  their  income  from  all  sources, 
and  state  B  clearly  has  the  power  to  tax  T  on  the  gain  from  the  sale  of  out-of-state  realty.  The 
constitutional  issue  considered  in  the  text  arises  only  when  the  taxpayer  sells  her  home  while 
still  a  resident  of  state  A. 

8'  Mumane  v.  Commissioner  of  Revenue,  [Mass.]  St.  &  Loc.  Tax  Serv.  (P-H)  ^  58.336,  at 
58,283  (Feb.  23,  1987)  (citation  omitted).  For  some  time  prior  to  Murnane,  Massachusetts 
had  followed  the  practice  of  taxing  the  previously  realized  gam  of  new  residents.  See  Dep't  of 
Revenue  Ltr.  Rul.  1980-62,  [1  Mass.]  Tax  Rep.  (CCH)  ^  15-405.20  (Oct.  1,  1980)  (Wisconsin 
resident,  who  sells  Wisconsin  home  and  pays  full  tax  thereon  to  Wisconsin,  will  have  federal 
reduced  basis  in  Massachusetts  replacement  home). 

90  FTB  Ltr.  Rul.  No.  329,  [1  Cal.]  St.  Tax  Rep.  (CCH)  T  16-557.40  (July  25,  1968).  Ten 
years  earlier,  the  Franchise  Tax  Board  had  taken  a  contrary  position,  requiring  a  new  resident 
to  reduce  the  basis  in  his  new  California  home.  FTB  Ltr.  Rul.  No.  107,  [1  Cal.]  St.  Tax  Rep. 
(CCH)  H  16-557.41  (Dec.  5,  1958). 
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an  Oregon  resident."^^  It  therefore  construed  the  Oregon  statutes  as  not 
reaching  gain  reahzed  by  a  taxpayer  while  a  nonresident,  even  though 
recognized  by  the  taxpayer  while  a  resident.^^ 

The  Massachusetts,  California,  and  Oregon  rulings  are  sound.  They 
ultimately  rest  on  the  belief  that  recognition  of  income  for  federal  tax 
purposes  does  not,  in  and  of  itself,  provide  a  state  with  a  sufficient  con- 
nection to  tax  the  income.  One  can  readily  distinguish  cases  in  which 
cash  basis  taxpayers,  who  have  earned  income  as  residents  of  other 
states,  are  held  to  be  taxable  on  such  income  when  they  receive  it  in  their 
new  state  of  residency.^^  Not  only  is  the  income  first  recognized  for  fed- 
eral tax  purposes  in  their  new  state  of  residency,  it  is  also  first  received  in 


91  Denniston  v.  Department  of  Revenue,  287  Or.  719,  726,  601  P.2d  1258,  1261  (1979). 

92  The  taxpayers  sold  their  California  residence  at  a  gain  before  moving  to  Oregon  and 
purchasing  a  replacement  residence,  which  they  subsequently  disposed  of  in  a  taxable  transac- 
tion. 287  Or.  at  726,  601  P.2d  at  1261-62.  Because  Oregon  law  generally  conformed  to  federal 
law.  the  taxpayers,  as  Oregon  residents,  were  in  principle  required  to  include  the  income  from 
the  deferred  gain  as  part  of  their  Oregon  income.  The  taxpayers,  however,  did  not  include  the 
income  in  their  Oregon  returns,  arguing  that  the  statute  should  not  be  construed  to  tax  such 
gain  and,  if  so  construed,  the  statute  would  violate  the  due  process  clause  because  Oregon 
allegedly  had  no  power  to  tax  the  gains  realized  by  taxpayers  on  the  sale  of  an  out-of-state 
residence  while  they  were  nonresidents.  The  Department  of  Revenue  responded  that  the  prin- 
ciple of  conformity  to  the  federal  tax  laws  justified  taxing  the  deferred  income  when  it  was 
recognized,  and  that  the  taxpayers'  Oregon  residency  at  the  time  the  income  was  recognized 
was  a  sufficient  constitutional  nexus  for  Oregon  to  tax  the  income. 

95  The  courts  have  uniformly  sustamed  the  states'  power  to  tax  cash  basis  taxpayers  on 
compensation  received  in  their  new  state  of  residency  for  work  performed  in  their  former  state 
of  residency.  Rogers  v.  Chilivis,  141  Ga.  App.  407,  233  S.E.2d  451  (1977),  cert,  denied,  434 
U.S.  891  (1977);  Evans  v.  Comptroller,  273  Md.  172,  328  A.2d  272  (1974);  Hardy  v.  State  Tax 
Comm'r,  258  N.W.2d  249  (N.D.  1977).  These  holdings  combine  two  well  established  princi- 
ples, one  of  constitutional  law  and  the  other  of  tax  accounting.  First,  a  resident  is  taxable  on 
all  of  her  income  from  whatever  source  derived.  See  note  61.  Second,  a  cash  basis  taxpayer 
recognizes  as  income  all  items  of  income  actually  or  constructively  received  during  the  taxable 
year.  Reg.  §  1.446-l(c)(i).  The  fact  that  the  income  may  have  been  earned  in  an  accrual  sense 
by  the  taxpayer  while  she  was  nonresident  does  not  depnve  the  taxpayer's  state  of  new  resi- 
dency from  taxing  such  income  which  the  cash  basis  taxpayer  first  recognizes  as  a  resident  of 
the  taxing  state.  These  same  principles  have  been  invoked  in  sustaining  a  state's  assertion  of 
power  to  tax  income  of  resident  taxpayers  from  pensions,  annuities,  and  other  deferred  com- 
pensation from  employment  in  other  states.  E.g.,  Petersen  v.  Department  of  Revenue,  301  Or. 
144,  719  P.2d  869  (1986),  discussed  in  note  94;  Appeal  of  Kodyra,  [Cal.  1984-1986  Transfer 
Binder]  St.  Tax  Rep.  (CCH)  T  401-032  (Cal.  State  Bd.  of  Equaliz.  1985);  Appeal  of  Walters, 
[Cal.  1981-84  Transfer  Binder]  St.  Tax  Rep.  (CCH)  ^  400-819  (Cal.  State  Bd.  of  Equaliz. 
1984).  These  holdings  are  not  inconsistent  with  the  holdings  of  a  number  of  other  cases  that 
states  may  not  tax  income  of  new  residents  received  from  sources  outside  the  state  during  the 
taxable  year  but  prior  to  the  time  they  became  residents.  E.g.,  Forrester  v.  Culpepper,  194  Ga. 
744,  22  S.E.2d  595  (1942);  Martin  v.  Gage,  281  Ky.  95,  134  S  W.2d  966  (1939);  Kennedy  v. 
Commissioner  of  Corps.  Tax'n,  256  Mass.  426,  152  N.E.  747  (1926);  cf  District  of  Columbia 
V.  Davis,  371  F.2d  964  (D.C.  Cir.  1967),  cert,  denied,  386  U.S.  1034  (1967)  (acknowledging  the 
likelihood  of  constitutional  limitations,  but  interpreting  statute  so  as  to  avoid  the  out-of-state 
income  issue).  Courts  have  rejected  the  assertion  by  states  that  their  right  to  tax  residents  on 
their  income  from  all  sources  extends  to  income  earned  and  received  before  they  were  resi- 
dents, and  they  have  observed  that  to  so  hold  would  create  constitutional  concerns.  See,  e.g., 
Kennedy,  256  Mass.  at  430,  152  N.E.  at  749. 
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that  state.  Hence,  the  state  of  residency  can  justify  its  exercise  of  tax 
power  over  the  new  resident  because  its  power  is  "founded  upon  the  pro- 
tection afforded  to  the  recipient  of  the  income  by  the  state,  in  his  person, 
on  his  right  to  receive  the  income  and  in  his  enjoyment  of  it  when  re- 
ceived.'"''* The  state  of  new  residency  cannot  make  any  similar  claim  of 
protection  afforded  to  the  taxpayer  merely  because  income  that  was  ear- 
lier received  was  first  recognized  for  federal  tax  purposes  while  the  tax- 
payer was  a  resident.^5 


3.     Replacement  of  Principal  Residence:  Concluding  Observations 

In  light  of  the  tax  policy  and  constitutional  considerations  examined 
above,  how  should  states  tax  the  deferred  gain  from  the  sale  of  principal 
residences  in  the  context  of  an  interstate  move?  As  the  preceding  discus- 
sion indicates,  these  considerations  do  not  all  point  in  the  same  direction. 
Equity  and  efficiency  concerns  militate  in  favor  of  a  solution  that  puts 
taxpayers  who  move  interstate  on  the  same  tax  footing  as  taxpayers  who 
move  intrastate.  Equity  dictates  that  taxpayers  who  are  similarly  situ- 
ated should  shoulder  equivalent  tax  burdens.  Taxpayers  who  move  inter- 
state and  taxpayers  who  move  intrastate  are  similarly  situated  since  state 


9"  Lawrence  v.  State  Tax  Comm'n,  286  U.S.  276,  281  (1932). 

'^  See  note  93.  This  distinction  between  receipt  and  recognition  can  also  explain  the  hold- 
ing in  a  subsequent  Oregon  case  involving  deferred  compensation.  In  Petersen  v.  Department 
of  Revenue,  301  Or.  144,  719  P.2d  869  (1986),  a  California  resident,  who  contributed  amounts 
to  a  tax  deferred  annuity  through  a  salary  reduction  agreement,  was  held  taxable  by  Oregon 
after  he  retired  to  that  state  and  withdrew  his  contributions.  In  contrast  to  the  case  of  income 
from  sale  of  the  California  residence,  where  the  taxpayer  actually  received  the  income  from  the 
sale  while  a  nonresident,  in  Petersen  the  income  was  not  received  until  the  taxpayer  became  an 
Oregon  resident.  It  is  worth  noting,  however,  that  the  distinction  in  these  cases  is  not  between 
realization  and  recognition.  Even  though  taxpayers  realize  income  while  residents  of  another 
jurisdiction  (either  because  they  are  on  the  accrual  basis  or  because  they  constructively  receive 
it),  it  would  seem  that  there  is  no  constitutional  bar  to  the  new  state  of  residency  taxing  the 
income  so  long  as  it  is  received  in  the  state,  thus  giving  the  state  a  constitutional  predicate  for 
taxing  it.   See  note  93  and  accompanying  text. 

Under  the  foregoing  analysis,  there  would  be  a  constitutional  bar  to  a  state's  taxation  of 
income  received  while  a  nonresident,  but  deferred  because  invested  in  an  individual  retirement 
account  or  in  a  similar  account  (e.g.,  Keogh  plan  accounts  or  simplified  employee  pension 
accounts).  The  taxpayer  who  withdraws  such  funds  after  moving  to  a  new  state,  thereby  trig- 
gering federal  recognition  of  the  deferred  income,  stands  in  the  same  position  as  the  resident 
who  recognizes  in  the  new  state  gain  from  a  home  disposed  of  while  a  resident  of  another  state. 
But  see  S.C.  Priv.  Ltr.  Rul.  89-4,  S.C.  State  Tax  Comm'n,  April  7,  1989,  reported  m  [S.C]  St. 
Tax  Rep.  (CCH)  <"  200-320  (resident  fully  taxable  on  amounts  withdrawn  from  IRA  even 
though  amounts  were  contributed  while  a  nonresident  and  were  not  deductible  from  other 
state's  income  tax).  In  the  pension  context,  however,  the  analysis  is  complicated  by  the  fact 
that  some  of  the  recognized  income  may  well  reflect  interest  or  dividend  income  that  accrued 
while  the  taxpayer  was  a  resident  of  the  new  state,  and  such  portion  of  the  federally  recognized 
income  is  clearly  taxable  by  such  state. 
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lines  should  not  be  determinative  of  state  tax  liabilities.^^  Efficiency, 
when  viewed  in  the  context  of  our  federal  system,  likewise  requires  that 
interstate  and  intrastate  moves  be  taxed  in  the  same  fashion  so  as  to  pre- 
serve the  ability  of  taxpayers  to  make  tax  neutral  decisions^^  with  respect 
to  a  move. 

Administrative  considerations,  on  the  other  hand,  point  to  a  solution 
that  facilitates  the  states'  tax  collection  process.  Close  conformity  to  the 
federal  model  (piggybacking)  or  collecting  federally  deferred  taxes  from 
departing  residents  satisfies  this  criterion.  These  approaches,  however, 
create  disparities  between  the  treatment  of  taxpayers  who  move  interstate 
and  those  who  move  intrastate. 

Constitutional  considerations  impose  further  constraints  on  the  search 
for  an  ideal  solution  to  the  interstate  rollover  problem.  Federal  pig- 
gybacking— at  least  insofar  as  it  sweeps  into  the  tax  base  the  deferred 
gains  of  resident  taxpayers  who,  while  residents  of  other  states,  disposed 
of  their  former  residences— ha j  been  held  a  denial  of  due  process. ^« 
There  is  also  a  powerful  argument  that  taxing  departing  residents  on 
their  realized  but  unrecognized  gains  from  the  sale  of  their  residences 
violates  the  privileges  and  immunities  clause.^^ 

Taking  all  these  factors  into  account,  we  believe  the  state  from  which 
the  relocating  homeowner  departs  should  tax  her  on  the  gain  she  realizes 
from  the  sale  of  her  in-state  residence  when  she  recognizes  the  gain  for 
federal  tax  purposes.  Taxing  her  upon  her  departure  creates  inequalities 
between  those  who  move  intrastate  and  those  who  move  interstate,  and  is 
probably  unconstitutional.  Forgiving  the  tax  on  the  gain  altogether  like- 
wise creates  inequalities  between  interstate  and  intrastate  moves.  While 
this  inequality  does  not  have  a  constitutional  dimension  because  it  is  the 
continuing  resident  who  is  disadvantaged  (and  the  Constitution  does  not 
protect  the  wolves  from  the  sheep),  it  nevertheless  offends  our  notions  of 
fairness  to  provide  the  person  who  moves  interstate  with  a  tax  windfall 
not  available  to  one  who  moves  intrastate.  Even  if  the  windfall  is  not  of 
major  proportions,  in  light  of  the  fact  that  many  homeowners  will  never 
recognize  gain  on  the  sale  of  their  residences"^  and  the  present  value  of 
whatever  future  tax  liabilities  may  arise  are  not  likely  to  be  substantial, 
there  is  no  compelling  reason  for  the  state  to  permit  it. 

The  principal  problem  with  our  solution  is  enforcement.  Even  though 
a  state  has  jurisdiction  to  impose  the  tax  on  the  deferred  gain  when  rec- 


96  "[A]  State  may  not  tax  a  transaction  or  incident  more  heavily  when  it  crosses  state  lines 
than  when  it  occurs  entirely  within  the  State."  Armco,  Inc.  v.  Hardesty,  467  U.S.  638,  642 
(1984). 

'■'  See  note  32. 

98  See  text  accompanying  notes  88-90. 

99  See  text  accompanying  notes  82-85. 

100  See  text  accompanying  notes  10  and  78-79. 
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ognized,'°'  it  will  not  be  easy  for  the  state  to  locate  the  taxpayer  and 
collect  the  tax.  There  are,  however,  several  possible  courses  of  action  the 
states  could  take  to  mitigate  this  problem.  The  states  could  monitor  for- 
mer residents'  tax  returns  or  informational  returns  on  real  estate  transac- 
tions under  tax  information  sharing  arrangements  with  the  federal 
government.  They  could  compel  the  departing  resident  to  file  a  bond  for 
the  amount  of  tax  liability  with  the  revenue  department  in  the  year  the 
taxpayer  departs. '^^  Or,  the  state  could  impose  a  Uen  on  the  departing 
resident's  replacement  residence. '°^ 

Even  if  these  procedures  for  collecting  a  state  tax  from  the  departing 
resident  are  not  administratively  feasible,  we  adhere  to  our  approach  as 
the  best  solution  among  the  alternatives  available.  As  we  have  already 
noted,  the  tax  liability  of  the  departing  resident  is  likely  to  range  from 
slim  to  none,  causing  relatively  little  inequality  between  taxpayers  who 
move  interstate  and  those  who  move  intrastate.  For  the  same  reason,  the 
suites  are  likely  to  suffer  only  minor  revenue  losses  from  their  inability 
effectively  to  enforce  such  a  tax.  Hence,  the  least  satisfactory  aspect  of 
our  proposed  solution  is  of  minimal  practical  significance. 

When  we  turn  to  the  appropriate  treatment  of  the  incoming  resident, 
we  favor  treating  the  taxpayer's  purchase  price  of  the  new  residence  as 
the  basis  for  state  tax  purposes.   Strict  conformity  to  the  federal  model. 


101  See  note  84. 

10^  See  N.Y.  Comp.  Code  Rs.  &  Regs.  tit.  20.  §  148.11  (1987)  (taxpayers  may  file  surety 
bond  or  other  security  in  lieu  of  accruing  items  of  income  upon  change  of  status  from  resident 
to  nonresident).  One  could  argue  that  requiring  a  bond  from  departing  residents  is  subject  to 
the  same  constitutional  objections  as  taxing  departing  residents  on  their  deferred  gain.  Cf. 
Taylor  v.  Conta.  106  Wis.  2d  321,  349.  316  N.W.2d  814,  828  (1982)  (court  inexplicably  gives 
credence  to  constitutional  challenges  to  a  bond,  while  finding  an  immediate  tax  to  be  constitu- 
tionally justified).  However,  the  imposition  of  such  a  requirement  as  a  means  of  enforcing  the 
states'  constitutional  right  to  tax  the  departing  resident  when  the  gain  is  recognized  appears  to 
be  less  onerous  and  more  reasonable  than  imposition  of  the  tax  itself 

•03  The  state  could  require  the  recordation  of  a  lien  aflSdavit  in  the  real  property  records  in 
the  county  and  state  where  the  taxpayer's  new  residence  is  located.  As  a  matter  of  content,  the 
affidavit  would  refer  to  the  fact  (and  probably  the  amount)  of  the  deferred  gain,  and  recite  that 
an  income  tax  on  that  gain  is  due  to  the  state  upon  a  taxable  sale  or  disposition  of  the  property. 
The  lien,  unlike  most  other  tax  liens,  would  secure  a  contingent  tax  obUgation,  and  the  state 
would  subsequently  be  obligated  to  release  the  lien  upon  receipt  of  evidence  that  the  deferred 
gain  was  entitled  to  forgiveness.  Functionally,  the  filing  of  the  lien  affidavit  would  have  the 
practical  consequence  of  compelling  the  homeowner,  and  any  prospective  purchaser,  to  deal 
with  the  state  with  respect  to  the  deferred  gain  before  completing  any  proposed  sale  of  the 
residence.  A  title  search  at  the  time  of  a  proposed  sale  would  reveal  the  lien  affidavit,  which 
undoubtedly  would  be  considered  an  encumbrance  on  title.  Thus,  the  use  of  such  a  lien  would 
virtually  guarantee  the  state  that  it  would  receive  actual  notice  (and  a  request  for  action)  upon 
a  commercial  sale  of  the  out-of-state  replacement  residence. 

From  the  homeowner's  standpoint,  use  of  the  lien  device  would  be  much  less  burdensome 
than  posting  a  bond.  The  only  initial  cost  would  be  the  de  minimis  fee  for  recordation.  The 
only  significant  downside  would  be  the  possibility  that  the  state  could  interfere  with  a  proposed 
transfer  of  the  residence  if  it  unreasonably  delayed  in  responding  to  a  requested  release  of  the 
lien. 
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with  the  consequent  denial  to  the  taxpayer  of  a  full  cost  basis  in  her  new 
residence,  is  probably  unconstitutional,  at  least  if  the  taxpayer  sold  her 
fonner  residence  before  becoming  a  resident  of  the  taxing  state.  We  see 
no  persuasive  policy  basis  for  distinguishing  between  taxpayers  based  on 
the  timing  of  the  sale  of  their  former  residence,  i.e.,  before  or  after  they 
become  residents  of  their  new  state  of  residency.'^  Giving  all  incoming 
residents  a  cash  basis  in  their  replacement  residences  treats  all  taxpayers 
who  move  interstate  the  same.  If  incoming  residents  are  taxed  on  the 
deferred  gain  by  their  state  of  former  residency  upon  disposition  of  their, 
replacement  residences  in  a  taxable  transaction,  all  taxpayers  will  be 
treated  alike  whether  they  move  intrastate  or  interstate.  If  incoming  resi- 
dents are  not  taxed  on  such  gain,  our  approach  will  provide  some  advan- 
tage to  the  taxpayer  who  moves  interstate.  As  indicated  above,  however, 
that  advantage  is  not  likely  to  be  significant, '°5  and,  in  any  event,  the 
state  to  which  the  taxpayer  is  moving  is  constitutionally  constrained 
from  solving  this  problem  on  a  comprehensive  basis. '"^  Hence,  our  pro- 
posed solution  remains  preferable  to  the  constitutionally  permissible 
alternatives. 


III.     Business  and  Investment  Property:   Like-Kind  Exchanges 
AND  Involuntary  Conversions 

A.     Federal  Deferral  Rules 

The  Internal  Revenue  Code  accords  nonrecognition  treatment  to  like- 
kind  exchanges  and  involuntary  conversions  of  property.  The  two  non- 
recognition  devices  are  alike  in  that  both  allow  the  nontaxable  disposi- 
tion of  property,  within  statutory  limits,  when  the  taxpayer  maintains  the 
continuity  of  his  investment  by  acquiring  replacement  property.  There 
are,  however,  some  significant  diff"erences  between  the  two  provisions. 

When  the  taxpayer  exchanges  property  held  for  productive  use  in 
trade  or  business  or  for  investment  for  property  of  a  like  kind  to  be  used 
for  productive  use  in  a  trade  or  business  or  for  investment,  the  recogni- 
tion of  gain  or  loss  is  postponed  indefinitely.  •°''  If  the  taxpayer  also  re- 
ceives cash  or  other  nonqualifying  property  (often  called  "boot")  in  the 
exchange,  he  recognizes  gain  to  the  extent  of  cash  or  other  boot  received. 


'0*  See  text  following  note  62. 

105  See  text  accompanying  notes  68-69. 

'06  As  noted  above,  incoming  residents  could  be  taxed  on  their  deferred  gain  if  they  dis- 
posed of  their  former  residences  after  becoming  residents  of  the  taxing  state,  but  this  would 
create  inequalities  between  incoming  taxpayers  who  sold  their  former  residences  before  and 
after  their  interstate  moves. 

"07  IRC  §  1031(a)(1). 
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but  will  not  recognize  loss.'°^  A  complex  web  of  tax  law,  mostly  consist- 
ing of  litigated  cases,  has  developed  in  an  effort  to  draw  lines  between 
those  transactions  that  qualify  for  like-kind  exchange  treatment  and 
those  that  do  not.'^^  Deferral  of  tax  is  the  chief  motivation  for  property 
owners  to  engage  in  exchanges.  A  qualifying  exchange  permits  the 
owner  of  real  estate  that  has  appreciated  in  value  to  dispose  of  that  prop- 
erty without  recognizing  gain  and  paying  resulting  income  tax.  Very 
often,  such  deferral  of  gain  is  a  substantial  benefit  that  justifies  the  great 
amount  of  effort  and  planning  needed  for  a  well-structured  tax-free  ex- 
change. With  a  qualifying  exchange,  the  taxpayer  gains  the  free  use  of 
money,  i.e.,  for  an  indefinite  period  of  time  he  receives  the  use  of  the  tax 
payment  he  would  have  made  on  the  gain  realized  from  the  exchange. ' '° 
Moreover,  there  is  complete  forgiveness  if  an  individual  taxpayer  dies 
while  owning  the  replacement  property.  No  income  tax  is  payable  when 
a  decedent  dies  owning  appreciated  property,  and  the  decedent's  heirs  or 
devisees  take  the  property  with  a  stepped-up  basis  equal  to  its  fair  market 
value  at  the  date  of  the  decedent's  death.'" 

The  rules  governing  involuntary  conversions  are  similar  to  those  gov- 
erning like-kind  exchanges  both  in  their  underlying  tax  policy  rationales 
and  in  the  scope  of  the  tax  benefits  that  they  confer.  The  tax  liability  on 
the  realized  gain  is  deferred,  and  there  is  the  same  prospect  of  ultimate 
forgiveness  of  the  tax.''^  However,  the  technical  requirements  of  the  two 


'08  IRC  §  1031(b),  (c).  To  assure  that  the  deferred  gain  will  be  recognized  upon  a  future 
taxable  disposition  of  the  property,  the  Code  assigns  a  carryover  basis  to  the  replacement  prop- 
erty. The  carryover  basis  is  equal  to  the  taxpayer's  adjusted  basis  in  the  old  property,  with 
adjustments  for  any  gain  or  loss  recognized  by  the  taxpayer  in  the  exchange  and  for  the  value 
of  any  boot  received  or  given  by  the  taxpayer.   I.R.C.  §  1031(d);  Reg.  §  1.1031(d)-l. 

'O'  For  an  exchange  to  be  eligible  for  federal  nonrecognition,  the  property  acquired  must  be 
like-kmd  with  the  property  transferred;  both  the  properties  must  be  used  m  the  taxpayer's 
trade  or  business  or  held  for  investment,  and  the  property  must  be  transferred  in  a  transaction 
that  constitutes  an  "exchange."  This  last  requirement  has  become  a  tax  term  of  art,  with  the 
evolution  of  three-party  exchanges  and  nonsimultaneous  exchanges.  Many  commercial  like- 
kind  exchanges  involve  at  least  three  principal  parties:  the  taxpayer,  the  person  who  wants  to 
buy  the  taxpayer's  property,  and  the  person  (usually  identified  later  in  planning  the  transac- 
tion) who  owns  property  that  the  taxpayer  wants  to  acquire.  See,  e.g..  Biggs  v.  Commissioner, 
632  F.2d  1171  (5th  Cir.  1980).  A  nonsimultaneous  exchange  is  a  type  of  three-party  exchange 
in  which  the  taxpayer  transfers  his  property  to  a  buyer,  who  agrees  to  acquire  and  transfer 
(i.e.,  exchange)  certain  like-kind  property  to  the  taxpayer  within  a  certain  time  period.  Section 
1031(a)(3)  requires  that  the  replacement  property  be  identified  within  45  days  after  the  tax- 
payer transfers  his  property,  and  be  received  within  180  days  after  the  transfer.  Starker  v. 
United  States,  602  F.2d  1341  (9th  Cir.  1989)  (validating  concept  of  nonsimultaneous 
exchange). 

'  '0  When  tax  deferral  extends  for  a  substantial  number  of  years,  its  economic  value,  under 
present  value  analysis,  rapidly  approaches  that  of  forgiveness  of  the  tax.  See  text  following 
note  80. 

1"  IRC  §  1014(a)(1).   See  note  10. 

>'2  In  terms  of  numbers  of  transactions,  however,  replacements  of  involuntarily  converted 
property  are  not  as  common  as  like-kind  exchanges.  There  is  less  opportunity  for  tax  planning 
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provisions  vary.' 

When  real  property  is  compulsorily  or  involuntarily  converted,' '^  a 
taxpayer  may  elect  to  defer  the  realized  gain.  For  real  property  there  are 
two  types  of  conversion:  either  (1)  destruction  of  improvements  to  real 
estate,  with  insurance  proceeds  or  other  amounts  paid  on  account  of  such 
a  loss,  or  (2)  condemnation  or  the  threat  thereof  by  a  governmental  or 
other  entity  having  the  power  of  eminent  domain.  To  qualify  for  nonrec- 
ognition,  the  taxpayer  must  timely  acquire  qualifying  replacement  prop- 
erty. Under  rare  circumstances,  the  conversion  into  replacement 
property  may  occur  directly,  when  the  condemning  authority  agrees  to 
convey  replacement  property  to  the  taxpayer.  More  commonly,  the  tax- 
payer receives  money  in  the  form  of  condemnation  proceeds  or  insurance 
proceeds  and  purchases  replacement  property' '"^  within  the  appropriate 
period  of  time.'''  The  replacement  property  generally  must  consist  of 
"other  property  similar  or  related  in  service  or  use"  to  the  converted 
property."^  A  less  restrictive  rule  applies  when  real  property  held  for 
business  use  or  for  investment  is  condemned.  Such  condemned  real 
property  can  also  be  replaced  with  property  of  a  like  kind."'' 

B.     Multistate  Transactions 

A  majority  of  the  states  look  to  federal  adjusted  gross  or  federal  taxa- 
ble income  as  a  starting  point  for  determining  a  taxpayer's  state  taxable 
income."*  Thus,  most  state  legislatures  implicitly  have  adopted  the  fed- 
eral like-kind  and  involuntary  conversion  rules,  presumably  along  with 
their  underlying  policy  rationales.  Consequently,  when  a  like-kind  ex- 
change or  replacement  of  involuntarily  converted  property  is  wholly  in- 
trastate (i.e.,  when  a  resident  taxpayer  replaces  in-state  property  with 


because  the  transaction  at  the  outset  depends  upon  the  fortuity  (or  bad  luck,  depending  upon 
the  owner's  point  of  view)  of  an  involuntary  conversion  of  the  property. 

"3  IRC  §  1033(a).  The  Code  requires  "destruction  in  whole  or  in  part,  theft,  seizure,  or 
requisition  or  condemnation  or  threat  or  imminence  thereof." 

"■»  To  avoid  recognizing  any  gain,  the  taxpayer  must  invest  all  the  proceeds  in  the  replace- 
ment property.  Gain  is  recognized  from  an  involuntary  conversion  to  the  extent  that  the 
amount  realized  on  conversion  exceeds  the  cost  of  the  replacement  property.  IRC 
§  1033(a)(2)(A).  The  basis  of  the  replacement  property  is  equal  to  its  cost,  less  the  amount  of 
the  unrecognized  gain.  IRC  §  1033(b).  Consequently,  that  deferred  gain  will  be  taxed  upon  a 
subsequent  taxable  disposition  of  the  replacement  property. 

"5  For  real  property  held  for  business  use  or  for  investment  that  is  converted  by  condemna- 
tion or  threat  thereof,  the  time  period  for  replacement  ends  three  years  after  the  close  of  the 
first  taxable  year  in  which  any  part  of  the  gain  upon  the  conversion  is  realized.  IRC 
§  1033(g)(4).  For  all  other  involuntarily  converted  property,  the  replacement  period  ends  two 
years  after  the  close  of  that  taxable  year.   IRC  §  1033(a)(2)(B)(i). 

"6  IRC  §  1033(a)(2)(A).  A  controlling  block  of  shares  in  a  corporation  owning  such  simi- 
lar property  can  also  be  purchased.   Id. 

"7  IRC§  1033(g)(1). 

118  See  note  2. 
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Other  in-state  property),  the  issues  that  arise  at  the  state  level  generally 
mirror  the  issues  that  arise  at  the  federal  level,  most  significantly, 
whether  the  transaction  in  fact  qualifies  for  tax-free  treatment. 

When  like-kind  exchanges  or  involuntary  conversion  transactions  in- 
volve property  or  taxpayers  in  more  than  one  state,  however,  problems 
arise  under  state  taxing  regimes  that  do  not  arise  under  the  federal  in- 
come tax.  Because  at  least  two  states,  sometimes  more,  will  have  juris- 
dictional contacts  of  some  type  with  the  taxpayer  and  the  transaction,  the 
question  of  deferral  assumes  a  spatial  dimension  at  the  state  level  that 
does  not  ordinarily  exist  at  the  federal  level.  As  in  the  case  of  principal 
residence  replacements  that  cross  state  lines,  states  must  determine,  sub- 
ject to  constitutional  restraints,  whether  to  follow  the  federal  nonrecogni- 
tion  rules  governing  like-kind  exchanges  and  involuntary  conversion 
transactions  or  to  prescribe  other  rules  more  consistent  with  their  own 
policy  objectives. 

1.      Tax  Policy  Considerations 

a.     Taxation  by  State  Where  Old  Property  Located 

Assume  a  taxpayer  who  owns  real  property  situated  in  state  A  replaces 
it  with  like-kind  or  similar  property  located  in  state  5  in  a  transaction 
that  qualifies  for  federal  nonrecognition  treatment.  Assume,  further,  that 
the  taxpayer  held  both  the  old  and  the  new  properties  for  investment  or 
for  use  in  his  trade  or  business,''^  and  that  a  gain  was  realized  upon  the 
disposition  of  the  old  property. '^o  At  the  federal  level,  the  gain  is  de- 
ferred, and  the  basis  of  the  replacement  property  is  adjusted  downward 
to  reflect  the  fact  of  deferral. '^i   For  state  tax  purposes,  the  question  is 


"9  Like-kind  exchanges  are  limited  to  these  categories  (IRC  §  1031(a)(1)),  but  involuntary 
conversions  may  also  include  replacement  of  property  used  by  the  taxpayer  for  personal  pur- 
poses (IRC  §  1033(a)).  The  latter  category,  practically  speaking,  is  not  of  great  significance 
economically,  especially  because  involuntarily  converted  principal  residences  are  eligible  for 
replacement  under  §  1034.  Throughout  the  remainder  of  this  part,  we  will  assume  that  both 
the  old  and  new  properties  are  used  for  investment  or  business  purposes.  For  involuntary 
conversions  of  nonbusmess  property  having  interstate  dimensions,  the  analysis  would  include 
some  of  the  considerations  set  forth  below,  as  well  as  some  contained  in  Part  III,  dealing  with 
principal  residences. 

'2°  Nonrecognition  of  gain  is  provided  for  involuntary  conversions  (IRC  §  1C33(2X2)(A)), 
while  nonrecognition  of  gain  and  loss  is  provided  for  like-kind  exchanges  (IRC  §  1031(a)(1)). 
Although  multistate  exchanges  that  result  in  nonrecognition  of  realized  losses  can  raise  issues 
of  where  and  when  the  loss  should  be  recognized,  which  are  analogous  to  the  issues  confronted 
in  the  context  of  nonrecognition  of  realized  gains,  for  ease  of  exposition  we  have  confined  our 
focus  to  the  deferral  of  gain. 

'2'  See  notes  108,  114.  If  only  part  of  the  realized  gain  is  federally  deferred  because  the 
taxpayer  receives  taxable  boot  in  a  like-kind  exchange  (see  note  108  and  accompanying  text), 
or  reinvests  less  than  the  amount  realized  from  an  involuntary  conversion  (see  IRC  §  1033), 
the  discussion  throughout  this  part  of  this  article  fully  applies  to  such  partially  deferred  gain. 
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when,  if  ever,  state  A  should  require  the  taxpayer  to  recognize  the  feder- 
ally deferred  gain. 

There  are  four  alternative  approaches  which  state  A  could  adopt. 
While  these  alternatives  parallel  those  considered  for  state  A 's  treatment 
of  the  gain  from  the  sale  of  a  principal  residence, '22  there  is  one  signifi- 
cant difference  from  a  tax  policy  perspective  between  out-of-state 
replacements  of  like-kind  and  converted  property  and  out-of-state  princi- 
pal residence  replacements:  the  question  of  the  taxpayer's  residency.  ^^3 
The  rollover  of  gain  from  the  sale  of  a  principal  residence,  by  definition, 
requires  the  taxpayer  to  change  principal  residences.  Thus,  the  residence 
selling  taxpayer  necessarily  becomes  a  former  resident  of  state  A.  By 
comparison,  there  is  no  necessary  link  between  out-of-state  replacement 
of  like-kind  and  involuntarily  converted  property  and  a  change  in  the 


122  There  is  considerable  overlap  between  the  tax  policy  considerations  bearing  on  the  prin- 
cipal residence  problem  and  the  like-kind  exchange/involuntary  conversion  problem.  To 
avoid  repetition,  the  discussion  refers  only  briefly  to  questions  addressed  above  and  focuses 
instead  on  issues  that  are  unique  to  the  like-kind  exchange/involuntary  conversion  problem 
and  on  relevant  differences  between  principal  residence  and  like-kind  exchange/involuntary 
conversion  deferral  issues. 

'23  Another  difference  arises  from  the  fact  that  corporate  taxpayers  can  engage  in  like-kind 
exchanges  and  involuntary  conversion  transactions,  whereas  principal  residence  replacements 
involve  only  individual  taxpayers.  The  same  federal  tax  principles  are  applicable  to  both  indi- 
vidual and  corporate  taxpayers  with  respect  to  like-kind  exchanges  and  involuntary  conver- 
sions, except  that  for  corporate  taxpayers,  there  is  no  possibility  of  forgiveness  of  the 
nonrecognized  gain  due  to  a  step  up  in  basis  at  death.  Much  of  the  discussion  in  the  text, 
which  is  couched  in  terms  of  individual  taxpayers,  is  therefore  equally  applicable  to  corporate 
taxpayers. 

There  are,  however,  some  distinctions  between  state  taxation  of  individuals  and  corporations 
to  keep  in  mind  in  considering  the  applicability  of  the  textual  discussion  to  corporate  taxpay- 
ers. Corporations  are  generally  taxable  on  the  basis  of  the  source  of  their  income  rather  than 
on  the  basis  of  their  residency  (whether  defined  as  their  state  of  incorporation  or  commercial 
domicile).  Thus,  even  though  a  corporation  in  some  sense  may  be  a  resident  of  a  particular 
state,  a  corporation's  income  from  the  disposition  of  property  will  be  taxed  in  one  of  two  ways: 
If  the  property  was  used  in  the  corporation's  business  having  a  connection  with  more  than  one 
state,  the  gain  will  be  taxed  on  an  apportioned  basis  by  all  of  the  states  having  a  connection 
with  that  business;  or,  if  not  connected  with  business  carried  on  by  the  corporation  in  more 
than  one  state,  the  gain  will  be  taxed  entirely  by  the  state  in  which  the  property  is  located.  See 
Unif.  Div.  of  Income  for  Tax  Purposes  Act  §§  2,4,6,9,  7A  U.L.A.  331  (1978);  Hellerstein, 
State  Income  Taxation  of  Multijurisdictional  Corporations:  Reflections  on  Mobil,  Exxon,  and 
H.R.  5076,  79  Mich.  L.  Rev.  113,  116-18  (1980);  Hellerstein,  State  Income  Taxation  of  Mul- 
tijurisidictional  Corporations,  Part  II:  Reflections  on  ASARCO  and  Woolworth,  81  Mich.  L. 
Rev.  157,  160-61  (1982).  Consequently,  the  state  corporate  income  tax  issues  arising  from 
multistate  like-kind  exchanges  and  involuntary  conversions  that  are  analogous  to  the  state 
personal  income  tax  issues  arising  from  such  transactions  involve  corporations  that  have  either 
(1)  realized  federally  deferred  income  that  was  taxable,  at  the  time  of  the  transaction,  by  a  state 
or  states  in  which  the  corporation  no  longer  does  business  when  the  gain  is  recognized  for 
federal  purposes,  or  (2)  recognized  federally  deferred  income  that  was  not  taxable,  at  the  time 
of  the  transaction,  by  a  state  or  states  in  which  the  corporation  currently  does  business.  Addi- 
tional complexities  may  arise  when  an  apportioning  taxpayer  is  involved  in  a  like-kind  ex- 
change or  involuntary  conversion  and  the  apportionment  factors  have  changed  between  the 
time  the  gain  is  realized  and  the  time  it  is  federally  recognized. 
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taxpayer's  residency  status.  They  are  independent  variables.  A  resident 
of  state  A  may  exchange  state  A  investment  property  for  out-of-state  in- 
vestment property  and  still  remain  a  state  A  resident.  Alternatively,  a 
state  A  resident's  exchange  of  state  A  business  property  for  state  B  busi- 
ness property  may  coincide  with  or  anticipate  a  residency  shift  from  state 
A  to  state  B.  There  is  probably  a  positive  statistical  correlation  between 
the  direction  of  capital  flows  and  residency  changes  as  there  is  a  tendency 
for  the  taxpayer  to  be  near  his  property.  Nonetheless,  the  degree  of  cor- 
relation is  not  high  enough  for  use  in  designing  rules  for  proper  tax  treat- 
ment by  the  respective  states. 

/.     Forgiveness  of  Tax  on  Deferred  Gain 

The  most  lenient  position  state  A  could  adopt  would  be  to  forgive  the 
tax  on  the  deferred  gain.  That  forgiveness  would  result  from  state  A 's 
embrace  of  two  discrete  rules,  applied  at  two  different  points  in  time, 
which  have  the  combined  effect  of  completely  exempting  the  realized 
gain  from  tax.  First,  if  state  A  were  to  follow  the  federal  nonrecognition 
provisions,  it  would  permit  the  gain  on  the  disposition  of  the  state  A 
property  to  escape  taxation  at  the  time  of  the  like-kind  exchange  or  invol- 
untary conversion  transaction.  Second,  if  state  A  were  to  fail  to  impose  a 
tax  when  the  taxpayer  disposes  of  the  state  B  replacement  property  in  a 
federally  taxable  transaction,  the  result  would  be  complete  forgiveness, 
rather  than  mere  deferral,  of  the  gain. 

As  indicated  above,  *  2"*  this  laissez  faire  approach  reflects  the  prevailing 
state  tax  treatment  of  federally  deferred  gain  from  interstate  residence 
replacements.  In  the  context  of  like-kind  exchanges  and  involuntary 
conversion  transactions,  however,  the  indeterminacy  of  the  taxpayer's 
residency  adds  an  additional  wrinkle.  If  the  taxpayer  who  replaces  state 
A  property  for  state  B  property  remains  a  state  A  resident  at  the  time  he 
disposes  of  his  state  B  property  at  a  gain  in  a  federally  taxable  transac- 
tion, he  will,  as  a  matter  of  course,  be  required  to  pay  tax  to  state  A  on 
the  gain.  The  taxpayer,  as  a  resident  of  state  A,  will  be  taxed  on  his 
income  from  all  sources,  including  all  recognized  deferred  gains  from  the 
disposition  of  out-of-state  property. 

Forgiveness  of  tax  on  the  deferred  gain,  then,  is  a  plausible  approach 
for  state  A  only  with  respect  to  nonresident  taxpayers.  For  this  group, 
state  A  will  undoubtedly  have  the  statutory  authority  to  tax  the  deferred 
gain  when  recognized  upon  the  transfer  of  the  state  B  property. '^^   If 


'W  See  text  accompanying  notes  28-34. 

>25  It  does  not  matter  whether  the  taxpayer  was  ever  a  resident  of  state  A.  It  is  true  that  if 
the  taxpayer  were  a  resident  of  state  A  at  the  time  of  the  exchange  or  involuntary  conversion, 
such  residency  would  justify  state  A  in  taxing  the  realized  gain  when  subsequently  recognized 
after  the  taxpayer  became  a  nonresident.  However,  even  if  the  taxpayer  was  never  a  resident  of 

72-345  0-93-7 
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State  A  nonetheless  fails  to  enforce  the  tax  as  to  nonresidents,  its  laissez 
faire  policy  can  be  attributed  either  to  the  state  tax  administrators'  lack 
of  awareness  of  the  issue  or  to  an  informal  determination  that  the  costs 
and  difficulties  of  enforcement  outweigh  the  probable  tax  collections  that 
could  be  achieved  by  enforcement. '^^ 

The  policy  choices  implicated  by  the  strategy  of  forgiving  the  tax  on 
the  deferred  gain  from  like-kind  exchanges  and  involuntary  conversion 
transactions  for  nonresidents  closely  parallel  those  encountered  with  re- 
spect to  replacement  of  a  principal  residence.  ^  27  Forgiveness  is  contrary 
both  to  state  A 's  fiscal  interests  and  to  the  mandate  that  it  should  collect 
taxes  that  are  due.  How  forgiveness  is  evaluated  under  the  criteria  of 
equity  and  efficiency  again  depends  upon  whether  state  B  taxes  the  de- 
ferred gain.  These  criteria  are  satisfied  only  if  state  B  will  fully  tax  the 
deferred  gain,  an  assumption  that  must  take  into  account  the  possibility 
that  constitutional  barriers  will  preclude  state  B  from  doing  so.  If  the 
deferred  gain  is  taxed  by  neither  state  A  nor  state  B,  however,  the  nonres- 
ident taxpayer  who  replaces  in-state  property  with  out-of-state  property 
receives  an  unfair  advantage  as  compared  to  other  taxpayers  who  make 
in-state  replacements,  ^^s  jhe  failure  of  either  state  to  tax  the  deferred 
gain  is  also  inefficient,  in  the  sense  of  lack  of  tax  neutrality.  If  the  tax- 
payer is  a  nonresident  or  anticipates  the  possibility  of  becoming  one,  a 
tax-induced  incentive  would  be  created  for  an  out-of-state  replacement  as 
opposed  to  an  in-state  replacement  in  order  to  reap  the  tax  windfall  of 
forgiveness.  For  two  reasons,  this  efficiency  concern  may  be  more  pro- 
nounced in  this  context  than  in  the  context  of  rollover^  of  gain  on  princi- 
pal residences.  First,  it  is  much  more  likely  that  the  gain  deferred  upon 
the  acquisition  of  in-state  replacement  property  will  be  recognized  in  the 
former  context.  Second,  taxpayers  making  business  and  investment  deci- 
sions for  like-kind  exchanges  and  involuntary  conversion  replacements 
are  more  likely  to  be  driven  by  purely  economic  motives  than  are  those 
making  decisions  regarding  the  location  of  personal  residences. 


state  A,  state  A  would  have  power  to  impose  a  tax  on  his  disposition  of  state  A  property  at  a 
gain  as  income  of  a  nonresident  derived  from  an  in-state  source.  For  discussion  in  the  context 
of  principal  residence  replacements,  sec  notes  38-40  and  accompanying  text. 

'2«  See  text  following  note  34. 

'Z'  See  text  accompanying  notes  29-34. 

•28  The  discrimination  is  not  merely  preferring  nonresidents  to  residents,  as  was  the  case  in 
the  principal  residence  context;  nor  is  it  solely  predicated  on  engaging  in  or  refraining  from 
intersute  transactions.  The  group  potentially  disadvantaged  by  this  forgiveness  is  comprised 
of  two  classes:  residents  who  replace  anywhere  (with  in-state  or  out-of-state  property),  and 
nonresidents  who  eflFect  in-state  replacements. 
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//.     Federal  Piggybacking 

State  A  may  elect  to  follow  the  federal  model  for  nonrecognition  of 
gain  for  like-kind  exchanges  and  involuntary  conversions.  Deferral  will 
then  continue  indefinitely,  until  there  is  federal  recognition  of  gain  trig- 
gered by  a  taxable  transfer  of  the  replacement  property. '^^ 

The  federal  piggybacking  approach  is  both  administratively  workable 
and  sound  from  a  tax  policy  perspective  when  applied  to  continuing  resi- 
dents of  state  A  who  invest  in  out-of-state  replacement  property.  Those 
residents  will  file  annual  income  tax  returns  with  state  A ,  and  it  is  easy 
and  practical  to  tax  the  realized  gain  when  the  out-of-state  property  is 
sold.  Moreover,  complete  incorporation  of  federal  nonrecognition  rules 
achieves  perfect  tax  neutrality  between  in-state  and  out-of-state  replace- 
ments. Similarly  situated  taxpayers  are  treated  alike  as  the  tax  on  the 
deferred  gain  is  paid  at  the  same  time,  regardless  of  where  the  replace- 
ment property  is  situated.  Efficiency  is  not  compromised  for  there  is  no 
tax-induced  motivation  to  prefer  in-state  over  out-of-state  property,  or 
vice  versa. 

The  only  problem  with  federal  piggybacking,  therefore,  is  taxing  non- 
resident taxpayers — specifically,  those  taxpayers  who  are  nonresidents 
when  they  make  federally  taxable  dispositions  of  out-of-state  replacement 
property.  State  A  possesses  legal  authority  to  tax  a  nonresident's  de- 
ferred gain  upon  its  federal  recognition  on  the  ground  that  it  represents 
income  derived  from  a  source  within  the  state. '^°  The  difficulty  is  one  of 
administrability:  How  can  state  A  monitor  and  enforce  the  contingent 
tax  liability  of  the  nonresident  in  light  of  the  uncertainty  as  to  when,  if 
ever,  a  tax  will  be  due? 

The  administrative  burdens  of  monitoring  the  deferred  gains  of  non- 
residents from  like-kind  exchanges  and  involuntary  conversions  closely 
resemble  those  confronted  in  connection  with  a  former  resident's  gain 
from  a  replacement  of  a  principal  residence.'^'  The  same  possible  solu- 
tions are  available  here:  tax  information  sharing  with  the  federal  govern- 
ment, bonding  the  tax  liability,  or  recording  a  state  tax  lien  affidavit. '^2 

There  is  one  additional  factor  that  arguably  makes  enforcement  even 
more  difficult.  State  A  will  have  no  way  to  determine  which  resident 
taxpayers  who  acquire  tax-deferred  replacement  property  outside  the 
state  will  be  continuing  residents  (for  the  period  of  ownership  of  the  re- 


'2'  Under  certain  circumstances,  if  no  such  taxable  transfer  occurs,  the  gain  will  be  for- 
given.  See  text  accompanying  note  111. 

'^0  See  note  125  and  accompanying  text.  For  purposes  of  state  A's  taxation  of  the  nonresi- 
dent's federally  deferred  gain,  the  amount  realized  from  the  taxable  sale  or  disposition  of  the 
out-of-state  replacement  property  should  be  immaterial.  For  further  discussion  in  the  princi- 
pal residence  context,  see  note  38. 

'^'  See  text  accompanying  note  40-43. 

'"  See  text  accompanying  notes  42-43,  101-103. 
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placement  property)  and  which  will  later  move  interstate,  becoming  non- 
residents. In  contrast  to  a  taxpayer's  acquisition  of  an  out-of-state 
principal  residence,  which  is  inextricably  intertwined  with  his  change  in 
residency,  a  taxpayer's  acquisition  of  out-of-state  replacement  property 
and  change  of  residency  are  independent  events  in  the  context  of  like- 
kind  exchanges  and  involuntary  conversion  transactions.  To  deal  with 
this  problem,  state  A  would  have  two  choices.  First,  it  could  attempt  to 
monitor  the  residency  status  of  resident  taxpayers  who  have  engaged  in 
like-kind  exchange  or  involuntary  conversion  transactions,  and  could  ap- 
ply one  of  the  enforcement  techniques  listed  above  to  any  who  become 
nonresidents.  State  tax  administrators  would  have  to  identify  on  an  an- 
nual basis  which  resident  taxpayers  who  had  previously  acquired  out-of- 
state  replacement  property  had  moved  out  of  state.  Short  of  conducting 
a  head  count,  presumably  impractical,  the  only  evidence  of  continuing 
residency  readily  available  would  be  a  resident  tax  return.  If  the  resident 
ceased  filing  after  a  certain  tax  year,  one  plausible  explanation  would  be  a 
residency  change. '^^  The  last  return  filed  might  directly  indicate  the 
change  in  residency  by  reporting  income  for  a  final  partial  year  of  resi- 
dency. If  no  partial  year  return  were  filed,  it  might  be  possible  to  pursue 
other  means  of  investigating  the  status  of  residents  with  federally  de- 
ferred gain  who  have  ceased  filing  tax  returns. '^^ 

The  second  solution  is  to  apply  one  of  the  enforcement  devices  prophy- 
lactically  to  all  residents  with  deferred  gain  related  to  out-of-state  proper- 
ties, on  the  theory  that  any  one  of  them  may  subsequently  relocate  to 
another  state.  Whether  this  solution  is  justified  depends  upon  (1)  how 
difficult  it  is  to  monitor  actual  changes  in  residency  and  to  apply  an  en- 
forcement plan  only  to  those  who  subsequently  move  interstate;  and  (2) 
how  onerous  it  is  to  the  resident  taxpayer,  who  in  fact  remains  a  long- 
term  resident,  to  comply  with  an  enforcement  device  designed  to  ensure 
the  compliance  of  nonresident  taxpayers. 

//■/.     Nonrecognition  Only  for  In-State  Replacement 

The  two  approaches  to  out-of-state  Hke-kind  exchanges  and  involun- 
tary conversions  discussed  above  have  substantial  drawbacks.  Forgive- 
ness of  the  tax  on  the  deferred  gain  for  nonresidents  not  only  contravenes 
the  state's  fiscal  interest,  but  is  questionable  on  grounds  of  equity  and 


'^^  Other  plausible  explanations,  besides  tax  evasion,  include  a  decline  in  taxable  income 
below  the  filing  threshold  or  death  of  the  taxpayer.  The  latter  event  may  be  reflected  by  a 
decedent's  income  tax  return. 

'^  See  text  accompanying  notes  42-43,  101-03.  If  the  taxpayer  has  in  fact  become  a  nonres- 
ident, other  avenues  of  investigation  would  include  checking  for  a  change  of  driver's  license  in 
another  state,  a  post  office  forwarding  address,  or  the  address  indicated  on  the  taxpayer's  most 
recent  federal  income  tax  return. 
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efficiency.'^'  Complete  adherence  to  the  federal  model,  on  the  other 
hand,  poses  substantial  administrative  difficulties,'^*'  and,  perhaps,  con- 
stitutional issues. 

A  third  possible  solution  for  state  A  is  to  adopt  a  statutory  modifica- 
tion to  the  federal  rules  limiting  nonrecognition  treatment  to  cases  in 
which  the  like-kind  or  similar  replacement  property  is  located  within  the 
state.  Several  states  have  followed  this  approach.'^'  Oregon,  for  exam- 
ple, has  required  in-state  replacement  since  1957  pursuant  to  a  statute 
providing:  "[WJhere  laws  relating  to  taxes  imposed  upon  or  measured  by 
net  income  make  provision  for  deferral  of  tax  recognition  of  gain  upon 
the  voluntary  or  involuntary  conversion  or  exchange  of  tangible  real  or 
personal  property,  such  provisions  shall  be  limited  to  those  conversions 
or  exchanges  where  the  property  newly  acquired  by  the  taxpayer  has  a 
situs  within  the  jurisdiction  of  the  State  of  Oregon." '^^  With  such  a  pro- 
vision, the  taxpayer's  failure  to  make  a  qualifying  in-state  replacement 
causes  immediate  recognition  of  the  gain  from  the  exchange  or  the  invol- 
untary conversion  at  the  time  of  realization.  Denial  of  deferral  for  out- 
of-state  replacements  clearly  promotes  state  A 's  interest  in  enforcing  and 
collecting  taxes.  Administration  of  the  rule  is  easy  for  residents;  and  for 
taxpayers  who  are  nonresidents  at  the  time  of  realization,  administration 
is  no  more  difficult  than  for  nonresidents  who  sell  state  A  realty  at  a  gain. 

The  conditioning  of  nonrecognition  treatment  on  the  acquisition  of  in- 
state replacement  property,  however,  is  subject  to  serious  criticism  on  the 
basis  that  it  fails  to  promote  interstate  equity.  Consider  two  persons  who 
exchange  like-kind  properties,  whose  only  differing  characteristic  is  that 
one  happens  to  select  in-state  and  the  other  out-of-state  replacement 
property. '^^  Because  they  are  similarly  situated,  both  should  pay  the 
same  tax  or  enjoy  the  same  deferral.  Yet,  one  would  enjoy  deferral  and 
the  other  would  not,  due  solely  to  the  situs  of  the  replacement  property, 
an  irrelevant  fact  from  the  standpoint  of  interstate  equity. 

Efficiency  concerns  likewise  militate  against  the  in-state  location  rule. 
Prohibiting  nonrecognition  for  out-of-state  property  replacements  creates 


'^*  See  text  accompanying  notes  127-28. 

136  See  text  accompanying  notes  130-34. 

'"  Ga.  Code  Ann.  §  48-7-27(b)(6)  (Supp.  1989)  (for  the  text  of  the  statute  see  note  45);  Or. 
Rev.  Stat.  §  314.290(1)  (1987);  S.C.  Code  Ann.  §  12-7-430(b)(5)  (Law.  Co-op.  Supp.  1988). 
The  territorial  limitation  is  inapplicable  to  the  purchase  of  a  new  principal  residence  outside 
Oregon.  Unlike  Georgia  and  Oregon,  which  restrict  both  like-kind  exchanges  and  involuntary 
conversions,  South  Carolina  imposes  the  territorial  restraint  only  upon  exchanges. 

'38  Or.  Rev.  Stat.  §  314.290(1)  (1987). 

'^'  In  contrast  to  the  case  of  interstate  residence  replacements,  here  there  is  no  effective 
classification  based  upon  residency.  The  two  taxpayers  treated  unequally  both  may  be  resi- 
dents, one  of  whom  replaces  in-state,  and  one  out-of-state;  both  may  be  nonresidents;  or,  in- 
deed, the  taxpayer  who  replaces  in-state  may  be  a  nonresident  while  the  taxpayer  who  replaces 
out-of-state  is  a  resident. 
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an  artificial  tax  incentive  for  acquisition  of  in-state  property  and  a  disin- 
centive for  acquisition  of  out-of-state  property  that  may  be  more  suitable 
for  physical,  economic,  or  other  reasons.  A  locational  inhibition  is 
placed  on  the  interstate  market  for  like-kind  or  similar  property.  The 
restriction  will  necessarily  promote  inefficient  behavior.  The  magnitude 
of  the  inefficiency  will  depend  upon  the  particular  interstate  market  in 
question  and  the  quantum  of  the  tax  imposed  if  deferral  of  gain  is  un- 
available. Moreover,  the  tax  induced  incentive  to  invest  in  in-state  re- 
placement property  may  also  raise  serious  constitutional  problems."^ 

/v.     Nonrecognition  for  Out-of-State  Replacement  Only  for  Residents 

Assume  state  A  has  decided  that  its  policy  should  be  to  follow  the 
federal  like-kind  and  involuntary  conversion  rules,  permitting  deferral  of 
gain  but  not  letting  the  gain  escape  taxation  when  there  is  a  federally 
taxable  disposition  of  the  replacement  property.''*'  State  ^'s  only  real 
concern  is  how  to  police  and  enforce  this  policy  with  respect  to  present 
or  future  nonresidents  who,  reaUzing  gain  from  the  disposition  of  in-state 
property,  reinvest  outside  the  state.  Residents  who  replace  with  out-of- 
state  property  present  no  unusual  problems  of  enforcement,  provided 
that  they  maintain  their  residency.  The  solution  used  by  a  number  of 
states  and  described  in  the  preceding  subsection — prohibition  of  out-of- 
state  replacements  by  both  residents  and  nonresidents — is  therefore  over- 
inclusive. 

To  achieve  its  enforcement  objectives,  a  more  narrowly  tailored  rule 
would  be  equally  effective.  State  A  could  prohibit  tax-free  replacement 
with  out-of-state  property  for  nonresident  taxpayers.  To  be  wholly  effec- 
tive, this  restriction  would  have  to  encompass  not  only  persons  who  are 
nonresident  at  the  time  of  exchange  or  replacement  of  converted  prop- 
erty, but  also  those  residents  who,  after  deferring  gain,  become  nonresi- 
dent. This  assumes  that  the  latter  group  of  individuals  can  be  identified 
when  the  change  in  residency  occurs,  "*2  and,  for  this  group,  the  rule  es- 
sentially would  make  change  in  residency  an  event  triggering  recognition 
of  the  deferred  gain. 

As  to  efficiency,  the  approach  of  denying  out-of-state,  tax  deferred 
replacements  to  nonresidents  suffers  from  the  same  infirmity  as  does  the 
denial  of  tax  deferral  for  all  taxpayers  who  replace  outside  the  state. '*^ 
But,  here,  the  magnitude  of  the  distortion  caused  by  the  inefficient  rule  is 


140  See  text  accompanying  notes  167-80. 

'*'  For  the  policy  rationales  undergirding  this  conclusion,  see  text  accompanying  notes  127- 

28. 

'42  For  discussion  of  the  prospects  of  identifying  residents  who  depart,  see  notes  131-34  and 

accompanying  text. 

'*'  See  text  accompanying  note  140. 
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less  because  there  is  a  smaller  group  of  taxpayers  who  will  have  a  tax 
incentive  to  prefer  in-state  replacement.'"*^  The  constitutional  obstacles 
to  this  approach,  however,  may  be  insuperable. ''*5 


b.     Taxation  by  State  Where  Replacement  Property  Is  Situated 

In  this  section,  we  shift  our  focus  to  the  alternative  regimes  available 
to  state  B — the  state  in  which  the  replacement  property  is  located — to 
tax  the  gain  recognized  upon  a  disposition  of  the  state  B  replacement 
property.  The  concern  here  is  exclusively  with  that  part  of  the  gain  from 
the  disposition  that  represents  the  previously  realized,  but  unrecognized, 
gain  from  the  like-kind  exchange  or  involuntary  conversion.  Under  fed- 
eral law,  computation  of  the  gain  from  the  disposition  of  the  state  B 
property  will  also  depend  upon  the  difference  between  the  cost  and  sales 
price  of  the  property,  as  well  as  intervening  adjustments  to  the  basis, 
such  as  depreciation.  These  determinants  of  gain  (or  loss)  are  properly 
taxable  by  state  B  in  any  event,  and  they  stand  wholly  apart  from 
whatever  tax  strategy  state  B  adopts  with  respect  to  the  federally  de- 
ferred component  of  gain  realized  in  an  earlier  out-of-state  property 
transaction. 


i.     Federal  Piggybacking 

The  federal  piggybacking  approach,  measuring  state  income  by  refer- 
ence to  federal  adjusted  gross  or  taxable  income,  will  result  in  full  taxa- 
tion by  state  B  of  all  the  federally  deferred  gain  upon  the  taxpayer's  sale 
or  disposition  of  the  state  B  replacement  property.  Literally  construed, 
most  state  tax  codes  lead  to  this  outcome  because  they  lack  provisions 
that  explicitly  address  taxation  of  this  type  of  deferred  gain.'*^ 

State  B  may  choose  to  invoke  incorporation  of  the  federal  model  re- 
gardless of  the  taxpayer's  state  of  residency.  However,  evaluation  of  the 
merits  of  this  approach  depends  heavily  upon  the  variable  of  residency  at 
two  points  in  time:  when  the  taxpayer  acquires,  and  when  the  taxpayer 
disposes  of,  the  like-kind  or  replacement  property.  Four  different  permu- 
tations, as  indicated  by  the  following  chart,  are  possible: 


'**  This  group  consists  only  of  those  persons  who  are  nonresident  when  the  exchange  or 
replacement  is  accomplished  on  the  assumption  that  continuing  residents  who  later  move  in- 
terstate and  trigger  nonrecognition  did  not,  at  the  time  of  replacement,  foresee  their  subse- 
quent move. 

''•'  See  text  accompanying  notes  181-86. 

'**  Thus,  there  is  no  express  mechanism  by  which  the  taxpayer  may  exclude  or  deduct  the 
deferred  gain  realized  upon  the  disposition  of  the  old  state  A  property. 
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Time  of  Like-  Time  of 

Kind  Exchange  Disposition  of 

or  Involuntary  Replacement 

Conversion  of  Property  Located 

State  A  Property  in  State  B 

Residency  (1)  Resident  Resident 

Status  (2)  Resident  Nonresident 

Vis-a-vis  (3)  Nonresident  Resident 

Stated  (4)  Nonresident  Nonresident 

Under  categories  (1)  and  (2),  the  taxpayer  was  a  resident  of  state  B  when, 
in  a  multistate  like-kind  exchange  or  involuntary  conversion,  he  acquired 
an  in-state  replacement.  Because  the  taxpayer  was  a  state  B  resident 
when  the  deferred  gain  was  realized  from  the  disposition  of  out-of-state 
property,  and  recognition  occurs  by  reason  of  an  in-state  sale,  state  B 
may  tax  all  of  the  gain  when  it  is  federally  recognized. ''*''  For  taxpayers 
in  category  (1),  state  B  unquestionably  should  tax  the  entire  gain."*^  For 
category  (2),  from  the  perspective  of  tax  policy,  state  B  should  tax  the 
deferred  gain,  even  though  the  taxpayer  is  nonresident  at  the  time  of 
recognition.'*^ 

Category  (3)  is  an  analogue  to  the  interstate  principal  residence  re- 
placement, discussed  above, '^^  where  the  taxpayer  is  nonresident  when 
the  deferred  gain  is  realized,  but  is  a  state  B  resident  upon  federal  recog- 
nition. The  conclusions  we  reached  above  should  also  apply  here.  While 
B's  full  taxation  of  the  deferred  gain  is  justifiable  by  administrative  sim- 
plicity, and  it  comports  with  the  dictates  of  tax  equity  or  efficiency,  it 
presents  serious  constitutional  difficulties. ''' 


'*^  For  category  (2),  state  B  clearly  has  a  sufficient  nexus  to  this  income  to  justify  its  taxa- 
tion under  due  process  principles.  Because  recognition  occurs  by  reason  of  the  sale  of  in-state 
property,  the  case  is  even  stronger  than  taxing  the  realized  gain  of  a  former  resident  upon 
recognition  by  reason  of  an  out-of-state  sale,  which  we  have  concluded  satisfies  the  connection 
mandated  by  due  process,  see  note  84. 

'♦8  Any  hardship  to  the  taxpayer  because  state  A  also  taxes  the  deferred  gain  (see  text  ac- 
companying notes  129-145),  should  be  alleviated  by  whatever  credit  mechanism  state  B 
provides. 

'*'  Category  (2)  is  a  close  analogue  to  state  A's  taxation  of  the  deferred  gain  upon  recogni- 
tion by  a  former  resident  who  acquires  an  out-of-state  replacement  (either  a  principal  resi- 
dence, or  like-kind  or  similar  property).  For  discussion  of  these  policies,  see  text 
accompanying  notes  37-43  and  129-34.  One  significant  difference,  however,  is  that  in  category 
(2)  the  property  is  travelling  in  the  opposite  direction  from  the  path  taken  by  the  taxpayer. 
Here,  a  state  B  resident  has  replaced  state  A  property  with  state  B  property,  and  then  departed 
sute  B.  Compared  to  the  state  A  analogue,  the  policy  reasons  for  state  B  to  exercise  its  taxing 
authority  are  even  weightier  because  not  only  was  the  taxpayer  a  resident  at  the  time  of  income 
realization,  but  the  event  triggering  recognition  occurred  within  the  state.   See  note  147. 

"<'  See  text  accompanying  notes  57-59. 

'"  For  discussion  of  the  constitutional  issues,  see  text  accompanying  note  188. 
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Category  (4)  represents  the  taxpayer's  continuing  nonresidency,  both 
when  the  deferred  gain  was  realized  (upon  the  like-kind  exchange  or  con- 
version of  out-of-state  property)  and  when  the  gain  was  federally  recog- 
nized (upon  the  disposition  of  the  in-state  replacement  property). 
Wholly  apart  from  the  constitutional  problems  that  would  be  raised  by 
state  5 's  attempt  to  tax  such  gain.^'^  state  B's  attempt  to  impose  a  tax  on 
the  deferred  gain  would  expose  the  taxpayer  to  the  potential  hardship  of 
being  taxed  by  three  states:  state  A,  the  state  of  the  taxpayer's  residency 
(assuming  it  is  not  state  A),  and  state  B.  Because  state  tax  credits  are 
typically  granted  only  by  the  taxpayer's  state  of  residency, '^3  a  state  B 
tax  could  well  subject  the  taxpayer  to  a  multiple  tax  burden  not  borne  by 
similarly  situated  taxpayers  who  had  contacts  with  only  one  or  two 
states.  Hence,  state  B's  effort  to  impose  a  tax  on  the  deferred  gain  would 
violate  the  criterion  of  interstate  equity.  For  the  same  reason,  it  would 
tend  to  frustrate  efficiency  by  creating  tax-induced  constraints  on  the 
choice  of  states  in  which  a  nonresident  acquires  replacement  property. 

//.     Exemption  of  Previously  Deferred  Gain 

State  B  could  decide  to  exempt  the  deferred  gain  realized  on  the  like- 
kind  exchange  or  the  involuntary  conversion  of  state  A  property.  Such  a 
policy  could  be  implemented  easily  by  authorizing  an  adjustment  to  the 
taxpayer's  federal  adjusted  gross  or  taxable  income.  As  noted  above, ''* 
state  B  very  probably  would  confer  such  an  exemption  only  upon  taxpay- 
ers in  categories  (3)  and  (4) — those  persons  who  were  nonresident  at  the 
time  of  exchange  or  conversion. 

Providing  an  exemption  for  continuing  nonresidents  (category  (4))  is 
eminently  sound  from  the  standpoint  of  tax  policy'"  and  is  probably 
constitutionally  compelled."*  A  harder  question  is  whether  the  deferred 
gain  should  be  exempted  for  persons  who  become  state  B  residents  be- 
tween the  time  of  exchange  or  conversion  and  the  disposition  of  the  state 
B  property  (category  (3)).  Analysis  here  closely  tracks  that  for  an  ex- 
emption for  a  new  resident  with  deferred  gain  from  the  sale  of  a  principal 
residence. ''■'  The  case  for  the  exemption  is  rooted  in  the  notion  that  it  is 
inappropriate  for  state  .5  to  tax  a  nonresident  on  income  realized  with 
respect  to  out-of-state  activities,  even  though  the  nonresident  has  become 
a  resident  by  the  time  the  income  is  recognized  for  federal  tax  purposes. 
Underlying  this  position  is  the  thought  that  state  B  has  an  insufficient 


'«  See  text  accompanying  notes  1&9-92. 

153  See  [1  All  Sutes]  St.  Tax  Rep.  (CCH)  H  15-110,  at  1523  (Mar.  1989). 

'*^  See  text  accompanying  notes  147-49. 

•"  See  text  accompanying  notes  152-53. 

156  See  text  accompanying  notes  189-92. 

'5''  See  text  accompanying  notes  60-63. 
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fiscal  relationship  to  the  taxpayer's  realization  of  the  income  from  the 
disposition  of  the  state  A  property  to  justify  the  exercise  of  state  B  's  tax 
power  over  that  income. 

If  state  B  adopts  this  position,  however,  and  exempts  the  residency 
changing  taxpayer  from  gain  realized  from  the  disposition  of  state  A 
property,  the  question  must  be  raised  whether  this  creates  interstate  eq- 
uity between  taxpayers  changing  residency  and  taxpayers  maintaining 
their  residency.  The  answer  depends  on  how  state  A  treats  the  deferred 
gain.  Interstate  equity  will  be  achieved  if  state  A  taxes  the  deferred  gain. 
Both  the  residency  changing  taxpayer  and  the  taxpayer  who  maintains 
his  residency  will  pay  a  tax  on  the  deferred  gain  from  the  state  A  prop- 
erty at  the  time  of  the  disposition  of  the  state  B  property.  If,  however, 
state  A  forgives  the  tax  on  the  deferred  gain  from  the  disposition  of  the 
state  A  property,  taxpayers  moving  interstate  will  enjoy  a  tax  advantage 
not  available  to  those  who  engage  in  similar  transactions  but  do  not  move 
interstate. '5^  This  outcome  would  violate  principles  of  interstate  equity. 

One  drawback  to  the  exemption  for  new  state  B  residents  which  we 
identified  in  the  principal  residence  context  was  the  likelihood  that  eligi- 
bility for  the  exemption  would  depend  largely  upon  the  fortuitous  ques- 
tion whether  the  taxpayer  sold  his  home  before  or  after  changing  his 
residency.'''  For  like-kind  exchanges  and  involuntary  conversions,  the 
timing  problem  is  less  pronounced.  Change  of  residency  and  like-kind 
and  involuntary  conversion  transactions  are  not  intrinsically  bound  to- 
gether as  they  are  for  interstate  residence  replacements.  There  should, 
therefore,  be  far  fewer  cases  of  close  timing  between  the  property  transac- 
tion and  a  residency  change,  and  the  probability  that  many  similarly  situ- 
ated taxpayers  will  incur  markedly  different  tax  burdens  is  much  lower. 

UL     Fair  Market  Value  Basis 

State  B  could  employ  the  fresh  start  approach,  developed  above, '^  to 
treat  incoming  residents  who  have  made  tax  deferred  investments  in  like- 
kind  or  similar  property  within  state  B.  This  rule  would  cover  new  resi- 
dents in  two  categories:  those  who  move  to  state  B  before  disposing  of 
their  stated  property  in  a  tax-free  transaction  (category  (1)'^')  and  those 


I'B  It  is  relevant  to  inquire  where  the  category  (3)  taxpayer  resided  at  the  time  of  gain 
realization.  If  the  new  resident's  state  of  former  residency  was  other  than  state  A,  and  that 
state  taxes  the  deferred  gain  (either  upon  realization  or  recognition),  the  new  resident  who 
receives  an  exemption  for  that  gain  from  state  B  is  not  unfairly  advantaged,  even  though  state 
A  also  forgives  taxation  of  that  gain. 

'"  See  text  accompanying  notes  60-63. 

""  See  text  accompanying  notes  64-69. 

1^'  This  is  a  subset  of  category  (1),  consisting  of  those  taxpayers  who  were  resident  at  the 
time  of  disposition  of  the  state  A  property  and  disposition  of  the  state  B  replacement  property, 
but  who  were  once  residents  of  another  state. 
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who  move  to  state  B  after  such  a  disposition  (category  (3)).  The  category 
(1)  resident  would  have  a  basis  in  the  old  stated  property  equal  to  its  fair 
market  value  as  of  the  date  of  change  of  residency,  and  the  category  (3) 
resident  would  have  an  initial  basis  in  the  replacement  property  equal  to 
its  cost  upon  acquisition. 

The  fresh  start  approach  does  provide  a  solution  to  the  federally  de- 
ferred gain  of  incoming  resident  category  (3)  taxpayers.  It  reflects  the 
principle  that  incoming  residents  should  not  be  taxed  on  their  previous, 
out-of-state  gain  with  which  their  new  state  of  residence  has  no  nexus. 
To  the  extent  there  are  timing  issues  concerning  the  change  of  residency 
and  the  nonrecognition  transaction  that  often  have  little  bearing  on 
sound  tax  policy  considerations, '^^  they  are  resolved  by  the  fresh  start 
rule. 

The  fresh  start  approach  suffers,  however,  from  the  same  weaknesses 
we  identified  in  the  context  of  principal  residence  replacements.'^^  Un- 
less state  A  has  adopted  and  implemented  a  policy  of  taxing  nonresidents 
on  deferred  gains  from  like-kind  exchanges  and  involuntary  conversion 
transactions  when  recognized  for  federal  tax  purposes,  the  taxpayer  who 
moves  interstate  before  recognizing  the  gain  will  enjoy  a  tax  preference 
over  the  taxpayer  who  fails  to  move  before  the  federal  recognition  occurs. 
The  solution  to  this  problem,  however,  may  lie  outside  of  state  B's  power 
due  to  constitutional  considerations.'^  The  fresh  start  approach  also 
suffers  from  another  problem  identified  in  the  context  of  principal  resi- 
dence replacements,  namely,  that  short-term  and  long-term  residents 
who  dispose  of  out-of-state  realty  are  treated  differently.  Newly  arrived 
residents  (category  (1))  are  not  taxed  on  the  gain  realized  from  the  trans- 
fer of  out-of-state  property,  whereas  long  standing  residents  receive  no 
such  tax  advantage  when  they  transfer  out-of-state  property  in  similar 
transactions. 

Moreover,  the  fresh  start  concept,  as  applied  to  new  residents  of  state 
B  who  engage  in  like-kind  exchanges  and  involuntary  conversion  trans- 
actions, presents  additional  drawbacks  that  were  not  present  in  the  prin- 
cipal residence  context.  First,  the  property  valuation  required  by  the 
fresh  start  rule  is  more  likely  to  be  administratively  burdensome.  In  the 
home  replacement  context,  when  change  in  residency  and  sale  of  the  old 
residence  usually  occur  at  about  the  same  time,  the  sales  price  and  the 
market  value  on  the  date  of  change  of  residency  will  typically  be  approxi- 
mately the  same. '^5  For  exchanges  and  replacements  of  converted  prop- 
erty, on  the  other  hand,  a  taxpayer's  move  may  take  place  long  before  a 


"2  That  is,  differentiating  between  taxpayers  in  category  (1)  and  category  (3). 
1*3  See  text  accompanying  notes  67-69. 
'**  See  text  accompanying  notes  150-53. 

'*'  The  close  approximation  results  from  the  legal  tie-in  between  interstate  principal  resi- 
dence replacement  and  state  of  residency.  See  note  71. 
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like-kind  property  transaction,  and  it  may  not  be  reasonable  to  presume 
that  the  property's  value  at  the  time  of  the  transaction  approximates  its 
value  at  the  start  of  residency.  Property  appraisals  will  therefore  be  nec- 
essary; these  appraisals  are  not  only  likely  to  be  costly,  but,  if  not 
promptly  obtained  at  the  time  of  residency  change,  may  be  of  questiona- 
ble reliability. 

Second,  the  fresh  start  rule  may  provide  an  unintended  tax  advantage 
if  it  is  not  extended  to  all  former  nonresidents  of  state  By  who  dispose  of 
out-of-state  property  owned  while  they  were  nonresidents  of  state  B,  after 
they  become  state  B  residents.  Under  most  states'  taxing  regimes,  such 
taxpayers  will  be  fully  taxed  by  state  B  on  the  difference  between  their 
cost  basis  in  their  out-of-state  property  and  its  sales  price.  Under  the 
suggested  fresh  start  approach,  however,  taxpayers  acquiring  state  B 
business  and  investment  property  in  nonrecognition  transactions  will  pay 
no  tax  on  the  appreciation  in  their  out-of-state  property  between  the  time 
of  acquisition  and  the  time  they  became  residents  of  state  B.  Taxpayers 
engaging  in  nonrecognition  transactions  are  therefore  permitted  to  shel- 
ter from  taxation  by  state  B  appreciation  on  out-of-state  property  accru- 
ing between  the  time  of  acquisition  and  the  time  the  taxpayer  becomes  a 
resident  of  state  B — an  advantage  not  available  to  other  former  nonresi- 
dents. There  is  no  equivalent  problem  of  disparate  treatment  of  similarly 
situated  former  nonresidents  of  state  B  in  the  context  of  principal  resi- 
dence replacements.  Almost  all  former  residents  of  state  A  who  purchase 
a  home  in  state  B  will  be  eligible  to  use  the  fresh  start  rule  because  the 
purchase  will  be  part  of  a  rollover.  It  will  thus  be  the  rare  taxpayer  who 
will  be  required  to  pay  a  tax  to  state  B  on  the  premove  appreciation  in  his 
state  A  residence  due  to  his  failure  to  meet  the  federal  standards.'^ 

2.     Constitutional  Considerations 

a.     Taxation  by  State  Where  Old  Property  Located 

Of  the  alternative  taxing  regimes  considered  above  for  the  taxation  of 
like-kind  exchanges  and  involuntary  conversions  by  the  state  where  the 
old  property  was  located — forgiveness,  federal  piggybacking,  limiting 
nonrecognition  to  in-state  replacements,  and  limiting  nonrecognition  to 


'**  Another  problem  with  state  B'%  fresh  start  rule  is  the  calculation  of  the  basis  of  the  out- 
of-state  property  held  by  new  residents  (category  (1))  in  the  period  before  the  like-kind  ex- 
change or  involuntary  conversion  replacement.  Where  the  property  is  depreciable,  should  the 
taxpayer  have  a  stepped-up  basis  equal  to  fair  market  value  for  state  depreciation  purposes? 
Assuming  the  fresh  start  concept  is  confined  to  nonrecognition  transactions,  and  not  extended 
generally  to  all  property  of  the  incoming  resident,  then  at  the  time  this  question  must  be  an- 
swered, the  state  does  not  know  whether  the  taxpayer  subsequently  will  engage  in  a  nonrecog- 
nition transaction.  For  this  reason,  the  basis  probably  should  not  be  stepped  up  until  the 
nonrecognition  transaction  in  fact  occurs.  When  it  does,  the  basis  adjustment  should  be  retro- 
active only  in  the  sense  that  it  looks  to  the  value  at  the  start  of  the  taxpayer's  residency. 
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in-State  replacements  by  nonresidents — only  the  latter  two  approaches 
raise  constitutional  issues. 

The  constitutionality  of  limiting  nonrecognition  to  in-state  replace- 
ments was  considered  by  the  Oregon  Supreme  Court  in  Wilson  v.  Depart- 
ment of  Revenue,  which  challenged  the  Oregon  statute  set  out  above.  ^'^'^ 
The  taxpayers  were  Oregon  residents  who  realized  gain  from  the  con- 
demnation of  real  property  located  in  Oregon,  and  who  reinvested  the 
proceeds  in  Illinois.  •**  The  critical  claim  in  the  case  was  that  denial  of 
nonrecognition  treatment  based  solely  on  the  out-of-state  location  of  the 
property  discriminated  against  interstate  commerce  in  violation  of  the 
commerce  clause.  The  threshold  question  was  whether  the  commerce 
clause  even  appUed  to  the  transaction  in  light  of  the  fact  that 
"[a]cquisition  or  disposition  of  interests  in  real  property  has  historically 
and  traditionally  been  regarded  as  a  most  local  concern." '^^  Recognizing 
that  the  commerce  clause  protects  freedom  of  interstate  capital  flows  no 
less  than  it  protects  freedom  of  interstate  product  flows,  *'°  the  court  held 
that  the  commerce  clause  was  indeed  implicated  by  the  Oregon 
statute. '■'' 

On  the  merits,  however,  the  court  held  that  limiting  nonrecognition 
treatment  to  in-state  replacements  did  not  ofiend  the  commerce  clause 
because  it  had  neither  a  discriminatory  purpose  nor  a  discriminatory  ef- 
fect. The  court  noted  that,  in  contrast  to  cases  invalidating  statutes 
under  the  commerce  clause  because  of  the  legislature's  discriminatory 
purpose, '^2  the  statute's  purpose  was  not  to  keep  money  and  business  in 


167  302  Or.  128,  727  P.2d  614  (1986).  The  sutute  under  review  was  quoted  in  text  at  note 
138. 

'**  In  contrast  to  the  analogous  question  raised  in  the  context  of  principal  residence  replace- 
ments (see  text  accompanying  notes  70-85),  a  like-kind  exchange  or  involuntary  conversion 
need  not  involve  a  claim  of  discrimination  against  nonresidents.  There  is  no  necessary  connec- 
tion between  the  location  of  replacement  property  and  the  residency  of  the  taxpayer.  See  text 
accompanying  notes  147-53.  Resident  taxpayers  may  acquire  out-of-state  replacement  prop- 
erty and  nonresident  taxpayers  may  acquire  in-state  replacement  property. 

>*9  302  Or.  128,  134,  727  P.2d  614,  618  (1986). 

"0  For  this  proposition,  the  court  relied  on  Boston  Stock  Exch.  v.  State  Tax  Comm'n,  429 
U.S.  318  (1977),  which  held  that  the  commerce  clause  prohibited  New  York  from  imposing 
higher  stock  transfer  rates  on  transfers  of  securities  through  out-of-state  exchanges  than  on 
transfers  through  the  New  York  exchange. 

'7'  "The  exchange  of  corporate  shares  for  money  and  the  exchange  of  land  for  money  have 
a  basic  similarity.  Both  transactions  involve  a  capital  investment  (in  stock  or  realty).  Because 
capital  investment  is  basic  to  a  system  of  free  trade,  and  because  the  framers  intended  to  create 
an  area  of  free  trade  under  the  Commerce  Clause,  a  state  law  keeping  investment  capital,  even 
for  land,  within  the  state  can  have  a  restrictive  impact  on  the  capital  markets  and  implicate  the 
Commerce  Clause.  [The  Oregon  statute]  may  affect  a  taxpayer's  decision  to  make  an  out-of- 
state  investment  in  real  property  because  of  the  immediate  obligation  to  pay  taxes  on  the  gain 
realized;  therefore,  the  statute  affects  interstate  commerce  and  the  common  market  as  a 
whole."  302  Or.  at  135.  727  P.2d  at  619. 

'72  E.g.,  Boston  Stock  Exchange,  note  170,  discussed  in  Wilson  at  302  Or.  at  136-137,  727 
P.2d  at  619  (legislature  intended  to  protect  local  stock  exchange);  Bacchus  Imports,  Ltd.  v. 
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state. '"^3 

Nor,  in  the  court's  eyes,  did  the  statute  have  a  discriminatory  effect, 
which  the  commerce  clause  forbids  even  if  the  legislature's  purpose  is 
benign,'^'*  because  the  statute  did  not  insulate  local  residents  from  taxa- 
tion. The  court  noted  that  the  statute  affects  the  time  at  which  taxes  are 
due,  not  the  tax  rate  or  tax  liability.  Furthermore,  it  said,  the  statute  is 
applied  regardless  of  whether  the  taxpayer  resides  within  the  state  or 
outside  its  boundaries.*^' 

The  Wilson  court's  commerce  clause  analysis  is  dubious.  Even  assum- 
ing that  the  Oregon  statute  "only  affects  the  time  at  which  payment  must 
be  made,"  the  timing  of  tax  payments  can  and  frequently  does  make  an 
enormous  difference  in  actual  tax  liabilities.  *'^  Indeed,  tax  deferral, 
rather  than  outright  tax  avoidance,  is  often  the  prize  sought  by  taxpayers 
and  their  advisers.  Thus,  a  tax  scheme  that  limits  deferral  to  those  who 
invest  in  in-state  replacement  property  imposes  a  substantial  penalty  on 
out-of-state  investment. 

To  be  sure,  there  is  a  reasonable  justification  for  the  discrimination 
against  investment  in  out-of-state  property:  protection  of  the  state  from 
the  loss  of  revenue  it  might  incur  due  to  its  inability  to  assure  collection 
of  the  tax  when  the  out-of-state  property  is  subsequently  sold.  Such  a 
justification  would  presumably  pass  muster  under  the  equal  protection 
clause,  which  requires  only  that  the  state's  tax  classification  be  rationally 
related  to  a  legitimate  state  purpose. '■'■'  But  a  state  taxing  measure  that 
discriminates  against  interstate  commerce '^^  is  not  rendered  constitu- 
tionally tolerable  merely  because  a  state  can  advance  a  rational  basis  for 
the  discrimination.  Indeed,  once  the  United  States  Supreme  Court  deter- 
mines that  a  state  tax  has  a  discriminatory  impact  on  interstate  com- 
merce,  it   routinely  strikes  down  the  levy  without   "balancing"   the 


Dias,  468  U.S.  263  (1984),  discussed  in  IVilson  at  302  Ore.  at  136-37,  727  P.2d  at  619  (legisla- 
ture intended  to  protect  local  liquor  industry). 

'73  "The  statute  was  enacted  in  recognition  of  the  difficulties  in  collecting  deferred  taxes  if 
the  property  owner  leaves  the  state  after  having  exchanged  Oregon  property  for  out-of-state 
property.  In  such  a  case,  the  taxable  event  might  well  not  be  discovered.  Even  if  discovery 
occurred,  the  Oregon  tax  collector  would  encounter  the  added  burden  of  locating  the  taxpayer 
and  enforcing  liability.  The  state  should  not  be  required  to  monitor  each  taxpayer  who  might 
convert  his  or  her  investment  from  Oregon  property  to  out-of-state  property."  Wilson,  302  Or. 
at  136,  727  P.2d  at  619. 

•7*  See,  e.g.,  Bacchus,  468  U.S.  at  271  (commerce  clause  forbids  state  taxes  with  discrimina- 
tory purpose  or  effect). 

•75   Wilson,  302  Or.  at  137-38,  727  P.2d  at  620. 

'76  See  text  following  note  80. 

'77  See,  e.g.,  Western  &  S.  Life  Ins.  Co.  v.  State  Bd.  of  Equalization,  451  U.S.  648,  668 
(1981). 

'78  Imposing  greater  tax  burdens  on  out-of-state  than  on  in-state  investments  plainly  dis- 
criminates against  interstate  commerce. 
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discriminatory  burden  against  competing  state  interests.'"'^  In  short,  the 
Oregon  court  accorded  insufficient  weight  to  the  value  of  deferral  and  too 
much  weight  to  the  state's  justification  for  the  discriminatory  taxation  of 
out-of-state  investments  in  holding  that  the  state's  interest  in  efficient  tax 
administration  should  override  the  national  interest  in  preserving  "tax- 
neutral"  decision  making. '*° 

Were  a  state  to  limit  nonrecognition  to  in-state  replacements  made  by 
nonresidents,  it  would  mitigate  the  hardship  of  the  Oregon  rule.  Under 
such  a  rule,  residents  would  be  free  to  invest  in  out-of-state  replacement 
property  without  sacrificing  the  benefit  of  deferral  on  the  like-kind  ex- 
change or  involuntary  conversion.  The  scope  of  the  discrimination,  lim- 
ited as  it  would  be  to  nonresidents,  would  therefore  be  considerably  less 
than  under  the  Oregon  rule.  From  a  commerce  clause  perspective,  such 
a  rule  might  be  easier  to  defend  than  the  Oregon  rule.  The  state  could 
argue  that  by  confining  the  discriminatory  burden  to  those  taxpayers 
who  created  the  greatest  enforcement  problems  for  the  state,  it  had  cho- 
sen the  least  discriminatory  alternative  available  to  implement  its  legiti- 
mate objectives.'®' 

Whatever  a  residency-based  limitation  adds  to  the  state's  commerce 
clause  defense  of  a  nonrecognition  rule  confined  to  in-state  property, 
however,  it  raises  additional  constitutional  questions  under  the  privileges 
and  immunities  clause.  Restricting  tax  deferral  to  residents  places  a  dis- 
criminatory burden  on  nonresidents  that  will  survive  constitutional  scru- 
tiny only  if  the  state  can  demonstrate  that  nonresidents  "constitute  a 
peculiar  source  of  the  evil  at  which  the  statute  is  aimed. "'^^  The  evil,  of 
course,  is  difficulty  in  enforcement,  and  nonresidents  do  appear  to  consti- 
tute a  "peculiar  source"  of  that  difficulty.  Moreover,  the  discrimination 
is  easier  to  justify  in  the  like-kind  exchange/involuntary  conversion  con- 


'■'^  See  Hellerstein,  State  Taxation  of  Interstate  Business:  Perspectives  on  Two  Centuries  of 
Constitutional  Adjudication,  41  Tax  Law.  37,  60  (1987).  This  contrasts  with  the  court's  ap- 
proach to  state  regulations  of  interstate  commerce,  where  "balancing"  is  the  norm.  See  Heller- 
stein, Hughes  V.  Oklahoma:  The  Court,  the  Commerce  Clause,  and  State  Control  of  Natural 
Resources,  1979  Sup.  Ct.  Rev.  51,  63-71. 

'80  Boston  Stock  Exch.  v.  State  Tax  Comm'n,  429  U.S.  318,  331  (1977).  Commerce  clause 
arguments  similar  to  those  discussed  above  might  be  raised  in  the  context  of  principal  resi- 
dence replacements.  The  arguments,  however,  are  somewhat  weaker  in  that  context  because 
the  investments,  by  definition,  involve  personal  rather  than  business  property.  Nevertheless,  a 
case  can  be  made  that  limiting  the  tax  advantages  associated  with  interstate  principal  residence 
replacements  could  certainly  have  a  dampening  effect  on  both  interstate  labor  mobility  and  the 
secondary  mortgage  market,  and  hence  on  the  national  common  market.  Moreover,  Congress 
has  apparently  recognized  that  changes  in  principal  residences  are  often  motivated  by  business 
considerations.  Cf  IRC  §  217  (allowing  a  deduction  for  moving  expenses  associated  with  the 
commencement  of  work  by  the  taxpayer). 

i«i  Cf.  Pike  V.  Bnice  Church,  Inc.,  397  U.S.  137,  142  (1970);  Hellerstein,  Complementary 
Taxes  as  a  Defense  to  Unconstitutional  State  Tax  Discrimination,  39  Tax  Law.  405,  461 
(1986);  Hellerstein,  Hughes  v.  Oklahoma,  note  179,  at  69-70. 

182  Toomer  v.  Witsell,  334  U.S.  385,  398  (1948). 
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text  than  it  was  in  the  principal  residence  replacement  context' ^^  because 
the  prospects  for  forgiveness  differ;  here,  it  is  more  probable  that  resi- 
dents will  eventually  pay  tax  on  the  deferred  gain.***  Although  we  re- 
main doubtful  that  the  in-state  investment  limitation  on  nonrecognition 
should  be  countenanced  under  the  commerce  clause  even  when  it  is  lim- 
ited to  nonresidents,  we  believe  that  the  discrimination  against  nonresi- 
dents would  pass  muster  under  the  privileges  and  immunities  clause 
because  the  discriminatory  means  employed  by  the  state  are  "closely  tai- 
lored"'*'  to  the  problem  created  by  nonresidents.*** 


b.    Taxation  by  State  Where  Replacement  Property  Located 

Of  the  alternative  taxing  regimes  considered  above  with  respect  to  the 
state  in  which  the  replacement  property  is  located — federal  piggyback- 
ing, exempting  the  deferred  gain,  and  giving  the  taxpayer  a  fair  market 
value  basis  in  the  replacement  property — only  the  first  raises  federal  con- 
stitutional issues.  In  this  case,  the  analysis  closely  parallels  that  for  prin- 
cipal residence  replacement.  Since  we  are  concerned  only  with  the 
situation  in  which  the  taxpayer  is  a  nonresident  at  the  time  of  the  like- 
kind  exchange  or  the  involuntary  conversion,  •*''  the  question  is  whether  a 
state  has  the  constitutional  power  to  tax  the  gain  realized  by  a  nonresi- 
dent with  respect  to  out-of-state  property  when  that  gain  is  subsequently 
recognized  for  federal  purposes  by  the  sale  of  in-state  property.  For  the 
reasons  set  forth  above,***  we  believe  the  answer  to  this  question  is, 
"No." 

Indeed,  for  some  taxpayers  there  is  an  even  stronger  constitutional 
case  against  federal  piggybacking  in  the  like-kind  exchange/involuntary 
conversion  context  than  there  is  in  the  context  of  principal  residence 
replacements.  Our  analysis  of  that  issue  assumed  that  the  taxpayer  was  a 
resident  of  state  B  at  the  time  of  the  disposition  of  the  replacement  prop- 
erty, a  reasonable  assumption  in  light  of  the  fact  that  the  taxpayer  was 
disposing  of  his  principal  residence  in  state  B  to  trigger  the  federal  recog- 
nition.'*' This  is  not  necessarily  the  case  with  respect  to  like-kind  ex- 
changes and  involuntary  conversions.  The  taxpayer  may  invest  in  state  B 


■^^  See  text  accompanying  notes  82-85. 

'**  See  text  accompanying  note  100.  No  exclusion  of  gain  for  older  taxpayers  is  available, 
but  insofar  as  residents  die  owning  replacement  property,  the  appreciation  from  the  original 
property  will  escape  taxation.  See  IRC  §  1014. 

•«5  Hicklin  v.  Orbeck,  437  U.S.  518,  528  (1978). 

186  Toomer,  334  U.S.  at  398-99. 

'*^  Sec  text  accompanying  notes  147-49. 

'**  See  text  accompanying  notes  87-95. 

'*'  For  principal  residence  replacements,  another  possibility  is  that  the  taxpayer  may  have 
given  up  state  B  residency  prior  to  the  disposition  triggering  federal  recognition  of  the  deferred 
gain.  See  note  86. 
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property  while  remaining  a  resident  of  state  A  or  state  C.'^° 

For  state  B  to  impose  a  tax  on  a  nonresident's  deferred  gain  from  the 
disposition  of  property  in  stated,  it  would  have  to  contend  that  the  gain 
is  derived  from  a  source  within  state  B  because  the  due  process  clause 
confines  the  exercise  of  a  state's  power  over  nonresidents  to  income  from 
sources  within  the  state. '^'  This  would  stretch  the  definition  of  income 
from  sources  within  the  state  beyond  all  reasonable  bounds,  encompass- 
ing gain  realized  from  the  sale  of  out-of-state  assets  when  the  taxpayer's 
only  contact  with  the  state  of  "source"  is  a  subsequent  in-state  event  that 
triggers  federal  recognition  of  that  gain.  Whatever  may  be  the  case  for 
federal  conformity,  it  cannot  justify  the  taxation  of  nonresidents  on  gain 
from  the  sale  of  out-of-state  assets. '^^ 


3.      Like-Kind  Exchanges  and  Involuntary  Conversion  Transactions: 
Concluding  Observations 

In  light  of  the  tax  policy  and  constitutional  considerations  examined 
above,  how  should  states  tax  the  deferred  gain  from  like-kind  exchanges 
and  involuntary  conversions?  As  in  the  case  of  principal  residence 
replacements,  tax  policy  and  constitutional  considerations  do  not  all 
point  in  the  same  direction.  Equity  and  efl[iciency  concerns  favor  a  solu- 
tion that  puts  taxpayers  who  invest  in  out-of-state  replacement  property 
on  the  same  footing  as  taxpayers  who  invest  in  in-state  replacement  prop- 
erty. This  suggests  that  location  should  not  be  a  touchstone  of  deferral. 
Administrative  considerations,  on  the  other  hand,  point  to  a  solution  that 
facilitates  the  states'  tax  collection  process.  Collection  burdens  may  be 
minimized  by  close  conformity  to  the  federal  model  (piggybacking)  or  by 
denying  deferral  to  investors  in  out-of-state  property,  or  at  least  to  non- 
resident investors  in  out-of-state  property.  But  those  approaches  may 
violate  equity  and  efficiency  criteria,  and  raise  constitutional  questions  as 
well.  Federal  piggybacking  can  sweep  into  the  tax  base  gain  with  which 
the  state  has  no  due  process  connection,  and  denial  of  deferral  to  inves- 
tors in  out-of-state  property  creates  commerce  clause  concerns. 


i"*^  This  is  the  group  of  taxpayers  previously  identified  as  category  (4).  See  text  following 
note  146. 

'"'  See  note  23  and  text  accompanying  note  39. 

"-  It  follows  from  our  conclusion  that  a  state  must  allow  a  taxpayer  to  recognize  a  loss 
reflecting  the  decline  in  value  of  in-state  property,  even  though  the  taxpayer  recognizes  a  gain 
for  federal  tax  purposes  upon  disposition  of  such  property.  For  example,  assume  a  taxpayer 
residing  in  state  A  exchanges  his  state  A  property  with  a  basis  of  $60  and  a  fair  market  value  of 
$100  for  like-kind  state  B  property  with  a  fair  market  value  of  $100.  Assume  further  that  the 
state  B  property  is  subsequently  sold  for  $90.  Even  though  the  taxpayer  would  recognize  $30 
of  mcome  for  federail  purposes,  state  5,  in  our  opinion,  would  be  required  to  allow  the  taxpayer 
a  loss  for  state  B  purposes,  assummg  it  provided  for  loss  recognition  in  the  absence  of  a  like- 
kind  exchange.  State  /I,  of  course,  would  have  been  entitled  to  tax  the  full  $40  gain  realized  at 
the  time  of  the  exchange. 
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Taking  all  these  factors  into  account,  we  believe  that  the  following  ap- 
proach, which  partially  tracks  our  recommendations  in  the  principal  resi- 
dence context, '^3  js  the  most  satisfactory.  The  state  in  which  the  old 
property  is  located  should  tax  the  deferred  gain  from  the  disposition  of 
the  replacement  property  when  it  is  recognized  for  federal  tax  purposes. 
This  treats  all  taxpayers  alike  regardless  of  where  the  replacement  prop- 
erty is  located.  Taxing  the  gain  immediately  creates  inequalities  between 
those  who  invest  within  the  state  and  those  who  invest  out-of-state,  and  it 
may  well  violate  the  commerce  clause.  Denying  nonrecognition  solely  to 
nonresidents  who  invest  in  out-of-state  property  creates  similar  inequali- 
ties and  may  also  be  unconstitutional.  Forgiving  the  tax  on  the  gain 
would  bestow  a  windfall  upon  the  taxpayer  who  changes  residency  before 
disposing  of  the  replacement  property. 

The  principal  problem  with  our  solution  is  enforcement.  As  in  the 
case  of  principal  residence  replacements,  ^'"^  the  state  could  look  to  such 
mechanisms  as  monitoring  federal  tax  and  informational  returns,  requir- 
ing bonds,  or  imposing  liens  on  the  replacement  property  in  order  to 
assure  that  the  taxpayer  (or  his  security)  is  available  to  pay  the  tax  on  the 
deferred  gain  when  it  is  recognized.  We  recognize  that  there  are  weak- 
nesses to  each  of  these  alternatives.  ^^^  Moreover,  in  contrast  to  the  fiscal 
consequences  of  failure  to  collect  tax  on  the  deferred  gain  in  the  context 
of  principal  residence  replacements,  the  revenue  losses  from  failure  to 
collect  the  tax  on  the  deferred  gain  in  the  context  of  like-kind  exchanges 
or  involuntary  conversions  may  be  of  some  practical  significance.'^^  We 
nevertheless  adhere  to  our  approach  because  it  has  fewer  and  less  funda- 
mental flaws  than  the  available  alternatives. 

When  we  consider  the  appropriate  treatment  of  the  deferred  gain  by 
the  state  in  which  the  replacement  property  is  located,  we  favor  exempt- 
ing the  deferred  gain  when  the  taxpayer  was  nonresident  at  the  time  of 
the  disposition  of  the  out-of-state  property.  This  means  that  such  a  tax- 
payer would  have  the  cost  of  the  replacement  property  as  his  basis  for 
state  tax  purposes.  Strict  conformity  to  the  federal  model,  which  taxes 
gain  realized  by  a  nonresident  from  disposition  of  out-of-state  realty,  is 
probably  unconstitutional.  The  fresh  start  approach,  while  it  would  give 
nonresident  taxpayers  a  cost  basis  in  the  replacement  property,  extends 
this  principle  too  far  when  it  also  favors  taxpayers  who  become  new  resi- 
dents some  time  before  effecting  the  like-kind  exchange  or  involuntary 
conversion  transaction.'^' 


"3  See  text  accompanying  notes  96-106. 

'"'•'  See  text  accompanying  notes  101-03. 

"5  See  notes  102-103  and  accompanying  text  and  notes  131-34  and  accompanying  text. 

'^*>  See  text  following  note  103. 

i'"'  See  text  foUg/ing  note  165. 
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IV.     Conclusion 

In  conforming  their  tax  schemes  to  the  federal  model,  states  incorpo- 
rate federal  tax  rules  that  may  not  truly  reflect  state  tax  policy  concerns 
or  recognize  the  constitutional  restraints  on  state  taxing  power.  The  fed- 
eral nonrecognition  provisions  are  a  prime  illustration  of  this  problem. 
They  reflect  a  federal  purpose  of  relieving  taxpayers  of  liability  for  gains 
realized  on  dispositions  of  property  when  the  taxpayer  reinvests  in  simi- 
lar property.  When  the  transaction  replacement  crosses  state  lines,  how- 
ever, nonrecognition  assumes  an  interstate  dimension  that  the  federal 
rules  do  not  contemplate.  Mechanical  application  of  the  federal  rules  to 
these  transactions  at  the  state  level  produces  results  that  are  incongruous, 
if  not  unconstitutional.  Only  through  analysis  of  the  tax  policy  and  con- 
stitutional questions  raised  by  the  interaction  of  the  federal  and  state 
rules  can  we  hope  to  find  sensible  answers  to  these  questions. 
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Appendix  2 —Text  of  Legislation  Introduced  During  the  103d 

Congress 


103d  congress         ^     O  O  Cf 
1st  Session  0«   ^t5J3 

To  limit  State  taxation  of  certain  pension  income,  and  for  other  purposes. 


IN  THE  SENATE  OP  THE  UNITED  STATES 

January  27  (legislative  day,  January  5),  1993 
Mr.  Reid  (for  himself,  Mr.  BRYAN,  Mr.  INOUYE,  Mr.  STEVENS,  and  Mr. 
Bumpers)  introduced  the  following  biU;  which  was  read  tnice  and  re- 
ferred to  the  Committee  on  Finance 


A  BILL 

To  limit  State  taxation  of  certain  pension  income,  and  for 

other  purposes. 

1  Be  it  enacted  hy  the  Senate  and  House  of  Representa- 

2  tives  of  the  United  States  of  America  in  Congress  assembled, 

3  SECTION  1.  LIMITATION  ON  STATE  TAXATION  OF  CERTAIN 

4  PENSION  INCOME. 

5  (a)  In  General. — Chapter  4  of  title  4  of  the  United 

6  States  Code  is  amended  by  adding  at  the  end  thereof  the 

7  following  new  section: 
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1  "§114.  Limitation  on  State  income  taxation  of  pen- 

2  sion  income 

3  "(a)  No  State  may  impose  an  income  tax  (as  defined 

4  in  section  110(c))  on  the  qualified  pension  income  of  any 

5  individual  who  is  not  a  resident  or  domiciliary  of  such 

6  State. 

7  "(b)(1)  For  purposes  of  subsection  (a),  the  term 

8  'qualified  pension  income*  means  any  payment  fi*om  a 

9  qualified  plan — 

10  "(A)  which  is  part  of  a  series  of  substantially 

11  equal  periodic  payments  (not  less  frequently  than 

12  annually)  made  for — 

13  "(i)  the  life  or  life  expectancy  of  the  recipi- 

14  ent    or    for    the    joint    lives    or    joint    life 

15  expectancies  of  the  recipient  and  the  recipient's 

16  designated  beneficiary,  or 

17  "(ii)  a  period  of  not  less  than  10  years,  or 

18  "(B)  which  is  not  described  in  subparagraph 

19  (A)  and  which — 

20  "(i)  is  received  in  a  taxable  year  for  which 

21  an  election  under  this  subsection  is  in  effect, 

22  and 

23  "(ii)  is  received  on  or  after  the  date  on 

24  which  the   recipient  has  attained  the  age  of 

25  59V2, 
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1  except  that  the  aggregate  amount  of  paNnients  to 

2  which  this  subparagraph  may  apply  for  any  taxable 

3  year  shall  not  exceed  $25,000. 

4  "(2)  For  purposes  of  paragraph  (1),  the  term  'quali- 

5  fied  plan'  means — 

6  "(A)  an  employees'  trust  described  in  section 

7  401(a)  of  the  Internal  Revenue  Code  of  1986  which 

8  is  exempt  from  tax  under  section  501(a)  of  such 

9  Code, 

10  "(B)  a  simplified  employee  pension  described  in 

1 1  section  408(k)  of  such  Code, 

12  "(C)    an    annuity    plan    described    in    section 

13  403(a)  of  such  Code, 

14  "(D)  an  annuity  contract  described  in  section 

15  403(b)  of  such  Code, 

16  "(E)  an  individual  retirement  plan  described  in 

17  section  7701(a)(37)  of  such  Code, 

18  "(F)    an    eligible   deferred    compensation    plan 

19  under  section  457  of  such  Code,  or 

20  "(6)  a  governmental  plan  described  in  section 

21  414(d)  of  such  Code,  other  than  a  plan  established 

22  and  maintained  by  a  State  or  political  subdivision  of 

23  a  State,  or  an  agency  or  instrumentality  of  either. 
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1  "(3)(A)  An  election  under  paragraph  (1)(B),  once 

2  made  for  a  taxable  year,  may  not  be  made  for  any  other 

3  taxable  year. 

4  "(B)  In  calendar  years  beginning  after  1993,  the 

5  $25,000  amount  referred  to  in  paragraph  (1)(B)  shall  be 

6  increased  by  an  amount  equal  to  such  dollar  amount,  mul- 

7  tiplied  by  the  cost-of-living  adjustment  determined  under 

8  section  1(f)(3)  of  such  Code  for  such  calendar  year  by  sub- 

9  stituting  'calendar  year  1992'  for  'calendar  year  1989'  in 

10  subparagraph  (B)  thereof. 

11  "(c)  For  purposes  of  subsection  (a),  the  term  'State' 

12  includes  any  political  subdivision  of  a  State,  the  District 

13  of  Columbia,  and  the  possessions  of  the  United  States.". 

14  (b)  Clerical  Amendment. — The  table  of  sections 

15  for  such  chapter  4  is  amended  by  adding  at  the  end  there- 

16  of  the  following  new  item: 

"114.  Limitation  on  State  income  taxation  of  pension  income." 

17  (c)  Effective  Date. — The  amendments  made  by 

18  this  section  shall  apply  to  taxable  years  beginning  after 

19  the  date  of  the  enactment  of  this  Act. 
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103d  congress 
1st  Session 


H.R.411 


To  prohibit  a  State  from  imposing  an  income  tax  on  the  pension  income 
of  indi\iduals  who  are  not  residents  or  domiciliaries  of  tliat  IState. 


IN  THE  HOUSE  OF  REPRESEXTATRTlS 

January  5,  1993 

Mr.  Stump  introduced  the  followng  bill;  which  was  referred  to  the  Committee 

on  the  Judiciarx- 


A  BILL 

To  prohibit  a  State  from  imposing  an  income  tax  on  the 
pension  income  of  indi\iduals  who  are  not  j-esidents  or 
domiciharies  of  that  State. 

1  Be  it  enacted  by  the  Senate  and  House  of  Rcpresenta- 

2  lives  of  the  United  States  ofAmenca  in  Congress  assembled, 

3  SECTION  1.  LDVnXATION  ON  STATE  TAXATION  OF  PENSION 

4  INCOME. 

5  (a)  In  General. — Chapter  4  of  title  4  of  the  United 

6  States  Code  is  amended  by  adding  at  the  end  thereof  the 

7  follo^^^nn:  new  section: 
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1  "§  114.  Limitation  on  State  income  taxation  of  pen- 

2  sion  income 

3  "(a)  No  State  may  impose  an  income  tax  (as  defined 

4  in  section  110(c))  on  the  pension  income  of  anj'^  individual 

5  who  is  not  a  resident  or  domiciliary  of  such  State. 

6  "(b)  For  purposes  of  subsection  (a),  the  term  'State' 

7  includes  any  political  subdivision  of  a  State,  the  District 

8  of  Columbia,  and  the  possessions  of  the  United  States.". 

9  (b)  Clerical  Aaiendment. — The  table  of  sections 

10  for  such  chapter  4  is  amended  by  adding  at  the  end  there- 

11  of  the  follo^ving  new  item: 

"114.  Limitation  on  State  income  taxation  of  j)ension  income." 

12  (c)  Effectr'E  Date. — The  amendments  made  by 

13  this  section  shall  apph'^  to  taxable  years  beginning  after 

14  December  31,  1993. 
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H.  R.  546 


To  limit  State  taxation  of  certain  pension  income,  and  for  other  purposes. 


IN  THE  HOUSE  GF  REPRESENTATR^S 

January  21,  1993 

Mrs.  UXSOELD  (for  herself,  Mr.  Bilirakis,  Mr.  Dicks.  Mr.  LaRocco,  Mr. 
McDermott,  Mr.  Swift,  and  Mr.  Wolf)  introduced  the  following  bill; 
which  was  referred  to  the  Committee  on  the  Judiciarj* 


A  BILL 

To  limit  State  taxation  of  certain  pension  income,  and  for 

other  purposes. 

1  Be  it  enacted  by  tJie  Senate  and  House  of  Representa- 

2  tives  of  the  United  States  of  America  in  Congress  assembled, 

3  SECTION  1.  LIMITATION  ON  STATE  TAXATION  OF  CERTAIN 

4  PENSION  INCOME. 

5  (a)  In  General. — Chapter  4  of  title  4  of  the  United 

6  States  Code  is  amended  by  adding  at  the  end  thereof  the 

7  following:  new  section: 
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1  **§  114.  Limitation  on  State  income  taxation  of  pen- 

2  sion  income 

3  "(a)  No  State  may  impose  an  income  tax  (as  defined 

4  in  section  110(c))  on  the  qualified  pension  income  of  any 

5  individual  who  is  not  a  resident  or  domiciliary  of  such 

6  State. 

7  "(b)(1)   For  purposes  of  subsection   (a),  the  term 

8  'qualified  pension  income'  means  any  payment  fi'om  a 

9  qualified  plan — 

10  "(A)  which  is  part  of  a  series  of  substantially 

11  equal  periodic  payments  (not  less  frequently  than 

12  annually)  made  for — 

13  "(i)  the  Ufe  or  life  expectancy  of  the  recipi- 

14  ent    or    for    the    joint    lives    or    joint    Ufe 

15  expectancies  of  the  recipient  and  the  recipient's 

16  designated  beneficiary,  or 

17  "(ii)  a  period  of  not  less  than  10  years,  or 

18  "(B)  which  is  not  described  in  subparagraph 

19  (A)  and  which — 

20  "(i)  is  received  in  a  taxable  year  for  which 

21  an  election  under  this  subsection  is  in  effect, 

22  and 

23  "(ii)  is  received  on  or  after  the  date  on 

24  which  the  recipient  has  attained  the  age  of 

25  59V2, 
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1  except  that  the  aggregate  amount  of  pa.Miients  to 

2  which  this  subparagraph  may  apply  for  any  taxable 

3  year  shall  not  exceed  $25,000. 

4  "(2)  For  purposes  of  paragraph  (1),  the  term  'quah- 

5  fied  plan'  means — 

6  "(A)  an  employees'  trust  described  in  section 

7  401(a)  of  the  Internal  Revenue  Code  of  1986  which 

8  is  exempt  from  tax  under  section  501(a)  of  such 

9  Code, 

10  "(B)  a  simplified  employee  pension  described  in 

11  section  408(k)  of  such  Code, 

12  "(C)    an    annuity    plan    described    in    section 

13  403(a)  of  such  Code, 

14  "(D)  an  annuity  contract  described  in  section 

15  403(b)  of  such  Code, 

16  "(E)  an  individual  retirement  plan  described  in 

17  section  7701(a)(37)  of  such  Code, 

18  "(F)    an    eligible    deferred    compensation    plan 

19  under  section  457  of  such  Code,  or 

20  "(G)  a  governmental  plan  described  in  section 

21  414(d)  of  such  Code,  other  than  a  plan  established 

22  and  maintained  by  a  State  or  political  subdivision  of 

23  a  State,  or  an  agency  or  instrumentality  of  either. 
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1  "(3)(A)  An  election  under  paragraph  (1)(B),  once 

2  made  for  a  taxable  year,  may  not  be  made  for  any  other 

3  taxable  year. 

4  "(B)  In  calendar  years  beginning  after  1993,  the 

5  $25,000  amount  referred  to  in  paragraph  (1)(B)  shall  be 

6  increased  by  an  amount  equal  to  such  dollar  amount,  mul- 

7  tiplied  by  the  cost-of-living  adjustment  determined  under 

8  section  1(f)(3)  of  such  Code  for  such  calendar  year  by  sub- 

9  stituting  'calendar  year  1992'  for  'calendar  year  1989'  in 

10  subparagraph  (B)  thereof. 

11  "(c)  For  purposes  of  subsection  (a),  the  term  'State' 

12  includes  any  political  subdivision  of  a  State,  the  District 

13  of  Columbia,  and  the  possessions  of  the  United  States." 

14  (b)  Clerical  Ajiendment. — The  table  of  sections 

15  for  such  chapter  4  is  amended  by  adding  at  the  end  there- 

16  of  the  following  new  item: 

"114.  Limitation  on  State  income  taxation  of  pension  income." 

17  (c)  Effective  Date. — The  amendments  made  by 

18  this  section  shall  apply  to  taxable  years  beginning  after 

19  the  date  of  the  enactment  of  this  Act. 
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103d  congress 
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H.  R.  7(12 


To  limit  State  taxation  of  certain  pension  income,  and  for  other  purposes. 


IN  THE  HOUSE  OF  REPRESENTATR^S 

January  27.  1993 

Mrs.  VuCAXOnCH,  (for  herself,  Mr.  Bilbray.  Mrs.  Unsoeld.  Mr.  IIl'NTER, 
Mr.  Cox.  Mr.  Stump,  Mr.  Dornan.  Mr.  Lewis  of  California,  Mr.  Wolf. 
Mr.  Shays,  Mr.  Sundquist,  Mr.  Gallegly,  Mr.  Kyl,  Mr.  Doolittle. 
Mr.  Thomas  of  Wyoming.  Mr.  Goss.  Mr.  BiLniAKis,  Mr.  Franks  of 
Connecticut.  Mr.  Schtff,  Mr.  McDade,  Mr.  Thomas  of  California,  Mr. 
Faw'ell,  Mr.  Allard,  Mr.  Hancock.  Mr.  Wilson.  Mr.  Lightfoot, 
Mr.  TA-i-LOK  of  North  Carolina,  Ms.  Norton.  Mr.  Cunningham,  Mr. 
Bereuter,  Mr.  Solomon,  Mr.  Coble.  Mr.  Walsh.  Mr.  Smith  of 
Texas,  Mr.  LEmL^VN,  Mr.  GINGRICH,  Mr.  Saxton.  Mr.  Skeen.  Mr. 
Young  of  Alaska.  Mr.  McCollum.  Mr.  Emerson.  Mr.  Stentiolm,  Mr. 
Johnson  of  Texas,  Mr.  Gibbons,  Mr.  McCant)less,  and  Mr. 
McCrery)  introduced  the  following  bill;  which  was  referred  to  the  Com- 
mittee on  the  Judician' 


A  BILL 

To  limit  State  taxation  of  certain  pension  incomr,  and  for 

other  purposes. 

1  Be  it  enacted  by  the  Senate  and  House  of  T.cpresenta- 

2  tives  of  the  United  States  of  America  in  Congress  assembled, 
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1  SECTION  1.  LIMITATION  ON  STATE  TAXATION  OF  CERTAIN 

2  PENSION  INCOME. 

3  (a)  In  General. — Chapter  4  of  title  4  of  the  United 

4  States  Code  is  amended  by  adding  at  the  end  thereof  the 

5  following  new  section: 

6  ''§114.  Limitation  on  State  income  taxation  of  pen- 

7  sion  income 

8  "(a)  No  State  may  impose  an  income  tax  (as  defined 

9  in  section  110(c))  on  the  qualified  pension  income  of  any 

10  individual  who  is  not  a  resident  or  domiciliary  of  such 

11  State. 

12  "(b)(1)  For  purposes  of  subsection  (a),  the  term 

13  'qualified  pension  income'  means  any  payment  from  a 

14  qualified  plan — 

15  "(A)  which  is  part  of  a  series  of  substantially 

16  equal  periodic  payments  (not  less  frequently  than 

17  annually)  made  for — 

18  "(i)  the  life  or  Ufe  expectancy  of  the  recipi- 

19  ent    or    for    the    joint    lives    or    joint    life 

20  expectancies  of  the  recipient  and  the  recipient's 

21  designated  beneficiary,  or 

22  "(ii)   a  period   of  not  less  than   10 

23  years,  or 

24  "(B)  which  is  not  described  in  subparagraph 

25  (A)  and  which — 
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1  "(i)  is  received  in  a  taxable  year  for 

2  which  an  election  under  this  subsection  is 

3  in  effect,  and 

4  "(ii)  is  received  on  or  after  the  date 

5  on  which  the  recipient  has  attained  the  age 

6  of  59V2, 

7  except  that  the  a^regate  amount  of  paATneats  to 

8  which  this  subparagraph  may  apply  for  any  taxable 

9  year  shall  not  exceed  $25,000. 

10  "(2)  For  purposes  of  paragraph  (1),  the  term  'quali- 

1 1  fied  plan'  means — 

12  "(A)  an  employees'  trust  described  in  section 

13  401(a)  of  the  Internal  Revenue  Code  of  1986  which 

14  is  exempt  from  tax  under  section  501(a)   of  such 

15  Code, 

16  "(B)  a  simplified  employee  pension  described  in 

17  section  408(k)  of  such  Code, 

18  "(C)    an    annuity    plan    described    in    section 

19  403(a)  of  such  Code, 

20  "(D)  an  annuity-  contract  described  in  section 

21  403(b)  of  such  Code, 

22  "(E)  an  individual  retirement  plan  described  in 

23  section  7701(a)(37)  of  such  Code, 

24  "(F)    an    eligible    deferred    compensation    plan 

25  under  section  457  of  such  Code,  or 
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1  "(6)  a  governmental  plan  described  in  section 

2  414(d)  of  such  Code,  other  than  a  plan  established 

3  and  maintained  by  a  State  or  political  subdivision  of 

4  a  State,  or  an  agenpy  or  instrumentality  of  either. 

5  "(3)(A)  An  election  xmder  paragraph  (1)(B),  once 

6  made  for  a  taxable  year,  may  not  be  made  for  any  other 

7  taxable  year. 

8  "(B)  In  calendar  years  beginning  after  1993,  the 

9  $25,000  amount  referred  to  in  paragraph  (1)(B)  shall  be 

10  increased  by  an  amount  equal  to  such  dollar  amount,  mul- 

11  tiplied  by  the  cost-of-living  adjustment  determined  under 

12  section  1(f)(3)  of  such  Code  for  such  calendar  year  by  sub- 

13  stituting  'calendar  year  1992'  for  'calendar  year  1989'  in 

14  subparagraph  (B)  thereof. 

15  "(c)  For  purposes  of  subsection  (a),  the  term  'State' 

16  includes  any  political  subdivision  of  a  State,  the  District 

17  of  Columbia,  and  the  possessions  of  the  United  States." 

18  (b)  Clerical  Amendment. — The  table  of  sections 

19  for  such  chapter  4  is  amended  by  adding  at  the  end  there- 

20  of  the  following  new  item: 

"114.  Limitation  on  State  income  taxation  of  pension  income." 

21  (c)  Effective  Date. — The  amendments  made  by 

22  this  section  shall  apply  to  taxable  years  beginning  after 

23  the  date  of  the  enactment  of  this  Act. 
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H.R.2216 


To  pro\ide  that  a  State  may  not  take  into  account  income  from  sources 
outside  the  State  in  determining  the  amount  of  tax  imposed  on  the 
income  of  nonresidents. 


IN  THE  HOUSE  OF  REPRESENTATRTES 

May  20,  1993 

Mr.  Franks  of  Connecticut  introduced  the  following  bill;  which  was  referred 

to  the  Committee  on  the  Judiciarj' 


A  BILL 

To  provide  that  a  State  may  not  take  into  account  income 
from  sources  outside  the  State  in  determining  the 
amount  of  tax  imposed  on  the  income  of  nonresidents. 

1  Be  it  enacted  by  the  Senate  and  House  of  Representa- 

2  tives  of  the  United  States  of  America  in  Congress  assembled, 

3  That  (a)  chapter  4  of  title  4,  United  States  Code,  is 

4  amended  by  adding  at  the  end  thereof  the  following  new 

5  section: 

6  **§  114.  Limitation  on  taxation  of  nonresidents 

7  "(a)  In  determining  the  amount  of  income  tax  im- 

8  posed  by  a  State  (or  political  subdivision  thereof)  on  an 

9  individual  for  any  period  during  which  such  individual  is 
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1  not  a  resident  or  domiciliary  of  such  State,  such  State  (or 

2  political  subdivision)  shall  not  take  into  account  any  in- 

3  come  fix)m  sources  outside  such  State. 

4  "(b)  For  purposes  of  subsection  (a) — 

5  "(1)  the  term  'State'  includes  the  District  of 

6  Columbia,  and 

7  "(2)  the  term  'income  tax'  has  the  meaning 

8  given  to  such  tenn  by  section  110(c)  of  this  title." 

9  (b)  The  analysis  of  chapter  4  of  title  4,  United  States 

10  Code,  is  amended  by  adding  at  the  end  thereof  the  foUow- 

1 1  ing  new  item: 

"114.  Limitation  on  taxation  of  nonresidents." 

12  (c)  The  amendments  made  by  this  section  shall  apply 

13  to  taxable  years  beginning  after  December  31,  1992. 
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Appendix  3.-Statements  for  the  Record  From  Sponsors  and 
CospoNSORS  OF  Legislation 

Sutement  of  tlw 

Hoaorable  James  H.  BQbrty 

before  the 

House  Committee  on  tbe  Judiciary 

7/22/93 

Mr.  Oiainnaa.  I  appreciate  the  opportunity  to  submit  testimony  to  you  today  on  behalf  of 
Congresswoman  Vucanovich'a  bill  HR  702,  and  as  an  oripnal  Co-sponsor,  ei^press  my  support 
and  commitment  to  eliminating  source  taxes. 

In  iu  simplest  form,  source  taxes  are  taxation  without  rq>rfsentatioa.  Senior  citizens  and 
retirees  in  Nevada  and  many  other  states  are  being  un&iziy  singled  out  because  of  the  fiscal 
mismanagement  and  shoitMs  diat  many  states  have  &ced.  These  residents  no  longer  live  or 
have  any  finandai  ties  in  these  states,  yet  slates  like  California  are  continuing  to  tax  non* 
residents  as  if  they  were  residents. 

In  many  cases,  these  situations  have  hq>pened  without  the  knowledge  of  these  retirees.  Tliey 
were  not  told  by  their  companies  or  the  state  that  even  if  they  left  die  state  and  established 
residence  in  another  state,  they  would  continue  to  have  to  pay  taxes  on  the  pensions  that  they 
would  be  receiving.  The  notices  of  taxes  often  arrived  without  warning  and  with  outrageous 
penalties  of  S5X  plus  daily  interest. 

This  situation  is  hurting  our  senior  citizens  particularly  hard.  These  citizens  have  carefully 
planned  their  retirement,  paying  their  taxes  and  planning  for  comfortable  retirements  u  they 
enjoy  their  sunset  years.  Yet,  as  many  seniors  find  out,  their  carefiiUy  laid  plans  are  quickly 
shattered  by  this  unfbrseen  drain  on  thdr  carefully  monitored  finances. 

What  can  these  citizens  do?  Absolutely  nodiingl  There  have  been  atteoqjts  to  enact  stop  gap 
measures  in  a  number  of  states,  including  Nevada,  without  much  success.  More  importantly, 
because  tiiese  people  are  non-residents  of  tiie  states  tiuu  are  taxing  them,  they  have  no  voice  in 
tiiose  states  to  stop  this  abuse.  Oeariy,  a  classic  case  of  taxation  witiunit  i^tesemation. 

Congress  is  truly  the  last  hope  to  remedy  this  situation.  Even  die  Congressional  Research 
Service  has  stated  that  constitutionally,  the  Congress  has  the  ability  and  the  right  to  stop  tiiis 
interstate  robbery  and  restore  ftimess  to  the  retirement  yean  of  our  senior  citizens. 

What  will  tills  cost  the  federal  government?  Absolutely  nodiing.  What  will  diis  mean  to  our 
retirees?  Peace  of  mind  and  die  ability  to  live  out  dieir  retirement  without  tiie  tiseat  of  unfoneen 
financial  obstacles. 

I  join  my  follow  delegation  members,  Senator  Haiiy  Reld  and  Congresswoman  Bazban 
Vucanovich  in  supporting  this  proposal  and  I  spplaod  Chairman  Brooks  for  bringing  it  to  light 
I  hope  diat  his  subcommittee  will  look  at  ttds  proposal  ftvoiably  and  assist  us  in  not  only 
maintaining  the  principles  of  our  Constimtion.  but  simple  Curneu  for  America's  retirees. 


225 


RICHARD  BRYAN 
NEVADA 


300  AOVTM  STMfT 

Sum  1014 
RfHO   MV  »*Wt 
(7021  7t4-»00> 

)00  ua  VMAS  ■owavi 
Svm  mo 
Lu  vnu.  NV  moi 

17021  UO-MOt 


•00  tAST  WlhUMI  SfaOT 

Sum  J04 
Ciwo«  cm  MV  •0701 

i7oai  •••-•■<  I 


lanitd  3tattB  Senate 

384  RUSSELL  SENATE  OFFICE  BUILDING 

WASHINGTON.  DC  205 10-2804 

(202)  224-8244 


Statement  of  Senator  Richard  Bryan 

Hearing  on  State  Source  Incoae  Tax 

House  Judiciary  Connlttee 

July  22,  1993 


■iMKMC  HOUSMC  «> 
UMAN  Aff iUM 

coMMnci.  icaNCt  * 

tlUHSKmTATIOM 


Mr.  Chairman,  I  thank  you  for  holding  this  hearing  on  an 
issue  of  critical  importance  to  so  many  senior  citixens  in 
Nevada. 

Mr.  Chairman,  I  have  been  concerned  by  the  injustice  of  the 
state  source  income  tax  on  retirees  for  many  years.   It  trns  trtiile 
I  served  as  Governor  that  I  first  learned  of  this  unfair  tax 
grab.   Since  that  time,  in  spite  of  the  efforts  of  states  like 
Nevada,  it  has  become  clear  that  the  only  means  to  restore  the 
rights  of  the  retirees  affected  by  this  onerous  burden  is  federal 
legislation,  such  as  that  being  considered  by  the  ConmLittee 
today. 


I  sympathize  with  the  revenue  needs  of  the  states  that 
practice  the  unfair  source  teucation;  money  is  tight  at  all  levels 
of  government,  and  the  primary  source  tax  state  plaguing  Nevada 
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retirees,  California,  faces  severe  budget  pressures.   It  is 
completely  unfair,  however,  for  California  and  other  source  tax 
states  to  try  to  balance  their  budgets  on  the  backs  of  out  of 
state  retirees . 

Nobody  enjoys  paying  taxes,  and  many  question  the  priorities 
and  spending  habits  of  all  levels  of  government,  but  most  of  us 
admit  to  some  tangible  benefit  derived  from  our  tax  dollars.   The 
streets  get  plowed,  the  trash  gets  picked  up,  the  police  and  fire 
department  maintain  order,  and  our  children  get  educated.   In 
addition,  if  we  disagree  with  the  way  our  tax  dollars  are  being 

spent,  we  have  recourse  at  the  ballot  box  often  through 

referendums  directing  how  our  funds  will  be  spent,  and  always 
through  elections,  when  we  voice  our  opinion  on  who  will  control 
the  power  of  the  purse. 

The  unfortunate  victims  of  source  taxation,  however,  derive 
no  benefit  from  the  spending  of  their  tax  dollars,  and  they  have 
absolutely  no  say  in  how  these  dollars  are  spent. 

Mr.  Chairman,  this  unfair  tax  grab  is  clearly  taxation 
without  representation,  and  violates  one  of  the  most  heartfelt 
and  basic  tenets  of  our  democracy. 

Mr.  Chairman,  the  individuals  affected  by  the  source  tax  are 
not  tax  evaders.   They  have  paid  there  taxes  over  a  lifetime  of 
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hard  work,  and  want  to  enjoy  their  retirement  in  peace.   Often, 
retirees  choose  to  move  to  a  different  area,  or  a  different 
state.   Like  all  Americans,  they  assume  that  they  are  free  to 
move  wherever  they  like,  without  restriction.   It  is  easy  to 
imagine  the  surprise  and  shock  of  retirees  when  years  later  they 

receive  a  tax  bill  from  their  former  state  often  with  huge 

additions  for  interest  and  penalties . 

Mr.  Chairman,  the  legislation  being  considered  by  the 
Committee  today  puts  an  end  once  and  for  all  to  the  unfair  state 
source  income  tax  on  the  pensions  of  retirees.   This  legislation 
passed  the  Senate  on  two  occasions  last  year;  unfortunately, 
however,  the  lack  of  House  action  on  the  bill  resulted  in  its 
being  dropped  in  conference. 

I  am  confident  that  given  the  opportunity,  the  House  of 
Representatives  will  vote  overwhelmingly  in  favor  of  this 
legislation.   I  am  certain  that  with  the  potential  for  action  in 
the  House,  the  Senate  can  again  be  convinced  to  approve  the  bill. 

Once  again,  I  thank  the  Chairman  for  holding  this  hearing. 
I  cim  certain  that  the  testimony  presented  today  will  argue 
strongly  in  favor  of  this  bill,  and  will  mark  another  important 
step  forward  in  eliminating  this  unfair  burden  on  retirees  in 
Nevada,  and  throughout  the  nation. 
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STATEMENT  OF  CONGRESSMAN  NORM  DICKS 

JUDICIARY  SUBCOMMITTEE  ON  ECONOMIC  AND  COMMERCIAL  LAW 

HEARING  ON  STATE  TAXATION  OF  NON-RESIDENT  PENSIONS 

JULY  22,  1993 

Mr.  Chairman,  as  a  co-sponsor  of  H.R  546,  I  welcome  the 
opportunity  to  provide  testimony  to  the  Subcommittee  on 
legislation  to  end  the  practice  nf  imposing  state  tcucation  on 
non-resident  pensions,  the  so-called  "source  teuc" .   I  commend  the 
Subcommittee  for  taking  the  time  to  review  this  issue  carefully 
and  urge  you  to  approve  legislation  that  will  end  the  current 
situation,  in  which  retirees  are  frequently  confronted  with 
staggering  tauc  assessments  from  state  governments  where  they  can 
no  longer  vote  or  benefit  from  government  services. 

I  also  want  to  recognize  the  outstanding  work  that  has  been 
done  by  Congresswoman  Unsoeld,  Congresswoman  Vucanovich,  and 
Senator  Reid  on  this  issue.   Their  long  and  dedicated  efforts  to 
see  this  issue  addressed  with  equity  are  to  be  commended.   And  it 
is  also  important  to  note  the  tireless  work  of  the  Retirees  to 
Eliminate  State  Income  Source  Tax   and  many  other  organizations  to 
focus  Congressional  attention  on  this  issue. 

You  are  aware  of  the  devastating  impact  that  these  tax 
policies  have  had  on  a  large,  and  growing  number  of  retirees. 
Not  only  are  they  being  assessed  for  many  years  of  back  taixes  by 
states  such  as  California,  but  despite  the  fact  they  were  unaware 
of  this  tax  liaJjility,  they  are  being  subjected  to  massive  fines 
and  interest  costs  that  often  approach,  or  even  exceed,  the 
actual  tax  assessments. 

Perhaps  most  devastating  is  the  uncertainty  that  exists  not 
knowing  when,  and  if,  additional  states  will  seek  to  assess  these 
taxes  on  non-resident  retirees,  and  whether  they  will  suddenly  be 
faced  with  bills  totalling  thousands  of  dollars  and  huge 
percentages  of  their  limited  incomes. 

Some  states,  including  Nevada  aind  Washington,  have  passed 
legislation  providing  protection  against  using  state  courts  to 
enforce  these  assessments.   But  this  protection  is  very  limited 
and  does  not  preclude  garnishment  of  pxiblic  pensions  in  the 
source  state  or  withholding  of  private  pensions. 

Clearly  this  is  a  case  of  taucation  without  representation 
with  the  retirees  neither  able   to  exercise  their  political  rights 
to  approve  or  disapprove  of  these  teixes  and  also  not  being  sJsle 
to  enjoy  the  services  that  those  taxes  provide. 

The  legislation  introduced  by  Congresswoman  Unsoeld  is  in 
fact  a  very  modest  approach.   It  does  not  seek  to  prohibit  the 
taxation  of  out  of  state  retiree  pensions  retroactively.   This 
means  that  many  current  retirees  will  still  be  subject  to 
potential  taxation,  including  penalties  and  interest,  on  pension 
income  received  up  to  the  date  of  enactment.   Frankly,  I  think 
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the  Subcamittee  should  consider  addressing  this  aspect  of  the 
issue. 

I  also  recognize  that  for  some  states  this  is  em  easy  way  to 
provide  revenue  in  tight  budgetary  times.   But  imposing  taxes  on 
those  who  have  no  political  recourse  to  respond  is  not  a  course 
consistent  with  the  basic  tenents  of  the  Americeui  system.   And  it 
stands  to  promote  a  form  of  tax  warfare  between  the  states  that 
will  produce  chaos  and  confusion  for  all  involved. 

Again,  I  appreciate  the  attention  the  Subcommittee  is 
devoting  to  this  issue  amd  hope  that  it  will  report  legislation 
to  end  this  unfair  practice. 
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TESTIMONY  OF  REP.  WALLY  HERGER 
BEFORE  THE  COMMITTEE  ON  THE  JUDICIARY 

JULY  22,  1993 
SUPPORTING 
LEGISLATION  PROHIBITING  STATE  SOURCE  INCOME  TAX 


MR.  CHAIRMAN: 

ON  BEHALF  OF  THOUSANDS  OF 
NORTHERN  CALIFORNIANS  WHO  ARE 
SUFFERING  UNFAIR  TAXATION  OF 
RETIREMENT  BENEFITS  EARNED  IN  OTHER 
STATES,  I  THANK  YOU  FOR  HOLDING  THIS 
IMPORTANT  HEARING. 
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SOURCE  INCOME  TAXES  ARE  UNJUST 
AND  RUN  TOTALLY  COUNTER  TO  OUR 
DEMOCRATIC  TRADITION.    FORCING  PEOPLE 
TO  PAY  TAXES  IN  STATES  WHERE  THEY  DO 
NOT  HAVE  THE  ABILITY  TO  VOTE  IS 
TAXATION  WITHOUT  REPRESENTATION  AND 
CANNOT  BE  TOLERATED. 


FURTHER,  THE  SOURCE  TAX  CAN 
OPERATE  AS  A  BALL  AND  CHAIN,  FORCING 
RETIREES  TO  STAY  IN  CERTAIN  STATES 
INSTEAD  OF  MOVING  TO  THE  RETIREMENT 
DESTINATION  THEY  HAD  PLANNED  FOR. 
PARTICULARLY  HARMFUL  TO  VICTIMS  OF 
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SOURCE  TAXES  IS  THAT  THEY  ARE 
PREVENTED  FROM  BEING  CLOSE  TO  THEIR 
FAMILIES  IN  OTHER  STATES. 


SOURCE  TAXES  TARGET  ONLY  RETIREES 
ON  FIXED  INCOMES,  WHO  ARE  UNIQUELY 
VULNERABLE  TO  SUCH  TREATMENT.    THIS 
SIMPLY  IS  NOT  FAIR.    SHOULD  RETIREES 
MOVE  TO  STATES  WITH  NO  BROAD-BASED 
INCOME  TAX,  SUCH  AS  NEVADA  OR 
WASHINGTON,  THEY  CANNOT  GET  A  CREDIT 
FOR  STATE  SOURCE  TAXES.    THE  RESULT  IS 
DOUBLE  TAXATION  AND  THE  CONGRESS 
MUST  TAKE  ACTION  TO  STOP  IT. 
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I  HAVE  GROWN  INCREASINGLY 
CONCERNED  ABOUT  REPORTS  FROM  MY 
CONSTITUENTS  ABOUT  THE  USE  OF  PRIVATE 
COLLECTION  AGENCIES  BY  STATES  TO 
HARASS  VICTIMS  OF  THE  SOURCE  TAX. 
THERE  ARE  ALSO  REPORTS  THAT  STATES 
HAVE  TAKEN  ACTION  TO  GARNISH  THE 
PENSION  CHECKS  OF  INDIVIDUALS, 
WITHOUT  THE  BENEFIT  OF  A  FAIR  HEARING. 
THESE  REPORTS  ARE  DEEPLY  DISTURBING. 


I  HAVE  BEEN  A  PROUD  CO-SPONSOR  OF 
CONGRESSWOMAN  VUCANOVICH'S 
LEGISLATION  SINCE  COMING  TO  CONGRESS, 
I  AM  ALSO  A  CO-SPONSOR  OF 
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CONGRESSWOMAN  UNSOELD'S  BILL.    IN  THE 
LAST  CONGRESS,  A  BIPARTISAN  GROUP  OF 
MORE  THAN  200  MEMBERS  OF  CONGRESS 
CO-SPONSORED  LEGISLATION  PROfflBITING 
STATE  SOURCE  INCOME  TAX. 


THIS  BROAD  CONSENSUS  IN  THE 
CONGRESS  IS  SUPPORTED  BY  A  DIVERSE 
GROUP  OF  ORGANIZATIONS  INCLUDING  THE 
NATIONAL  ASSOCIATION  OF  RETIRED 
FEDERAL  EMPLOYEES  (NARFE),  NUMEROUS 
MILITARY  GROUPS  AND  A  NUMBER  OF 
LABOR  UNIONS.    I  HAVE  HAD  THE  PLEASURE 
OF  WORKING  CLOSELY  WITH  THE  NARFE 
CHAPTERS  IN  MY  NORTHERN  CALIFORNIA 
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DISTRICT,  REPRESENTING  THOUSANDS  OF 
INDIVIDUALS.    THE  UNFAIR  TREATMENT 
MANY  OF  THEM  SUFFER  IS  A  TOP  PRIORITY 
OF  THE  ORGANIZATION. 


I  APPRECIATE  THE  "SYMPATHETIC 
ATTITUDE"  YOU  EXPRESSED  TOWARDS  THIS 
ISSUE  IN  YOUR  LETTER  TO 
CONGRESSWOMAN  VUCANOVICH  AND 
STRONGLY  URGE  THE  COMMITTEE  TO 
FAVORABLY  REPORT  LEGISLATION 
PROHIBITING  STATE    SOURCE  INCOME 
TAXES. 
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Mr.  Chainnan,  I  am  pleased  to  be  able  to  offer  my  testimony  on  the  issue  of  'source 
taxes'  which  is  being  examined  by  the  Subcommittee  on  Economic  and  Commercial  Law. 
As  you  well  know,  the  practice  of  taxing  the  pension  incomes  of  individuals  who  are  no 
longer  residents  of  a  paiticular  state  is  one  that  has  gone  on  for  a  long  time.     Apparently, 
states  have  long  had  the  right  to  assess  these  taxes  but  it  wasn't  until  fairly  recently  that  the 
states  have  been  aggressive  in  pursuing  the  collection  of  taxes  on  pension  incomes  of 
nonresidents. 


This  is  an  issue  that  was  first  brought  to  my  attention  a  few  years  ago  by  a  now  former 
constituent  of  mine,  Jim  Dawes  of  Port  Angeles,  Washington.    Mr.  Dawes  along  with 
several  other  constituents  of  my  Second  Congressional  District  have  provided  me  with 
countless  examples  of  how  they  have  been  forced  to  pay  taxes  on  their  pensions  to  a  state 
that  they  no  longer  live  in.   These  folks  no  longer  receive  any  benefit  or  services  from  their 
former  state  and  more  egregious  than  that  is  the  fact  that  they  have  no  elected  representation 
in  the  legislatures  of  their  fonner  states.   So  natundly,  these  people  have  turned  to  the 
federal  goveirunent  in  order  to  end  the  piactice  of  source  taxes. 
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Mr.  Chairman,  my  friend  and  colleague  from  Washington  State.  Congresswoman 
Jolene  Unsoeld,  as  well  as  Congresswoman  Vucanovich  and  Senator  Reid.  have  introduced 
legislation  to  prohibit  states  from  taxing  the  pension  incomes  of  individuals  who  are  no 
longer  residents  of  that  particular  state.    I  have  long  been  a  supporter  of  Congresswoman 
Unsoeld's  legislation  (HR  546)  as  it  offers  much  needed  relief  to  many  retirees  in  my 
District,  the  state  of  Washington  and  all  across  our  nation. 

Bill  Hoffman,  President  of  RESIST  of  America,  has  provided  the  Subcommittee  with 
some  specific  cases  where  the  pursuit  of  these  taxes  has  resulted  in  tremendous  hardship  and 
anxiety  for  these  particular  seniors.    Unfortunately,  there  are  innumerable  other  stories  just 
like  the  ones  relayed  by  Mr.  Hoffman.     I  am  certain  that  as  the  Subcommittee  carefully 
reviews  the  testimony  on  this  issue  it  will  find  that  source  taxes  are  inherently  unfair  and  it  is 
appropriate  for  the  Congress  to  step  in  to  prohibit  the  further  taxation  of  the  pension  incomes 
of  nonresidents.     Again,  I  appreciate  having  the  opportunity  to  offer  my  support  for 
Congresswoman  Unsoeld's  legislation  and  look  forward  to  the  Subcommittee's  prompt 
consideration  of  HR  546. 
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Appendix  4.-0ther  Material  Submitted  for  the  Hearing  Record 


THE        MILITARY        COALITION 

201  North  Washingian  Street 
Alexandria.  Vuginia  22314 


July  21.  1993 

The  Honorable  Jack  Brooks 
Chairman,  House  Judiciary  Committee 
U.S.  House  of  Representatives 
Washington.  DC.  20515 

Dear  Mr.  Chairman: 

On  behalf  of  the  more  than  three  and  one-half  million  members, 
active,  reserve  and  retired  plus  their  families  and  survivors 
represented  by  organizations  comprising  The  Military  Coalition,  the 
enclosed  statement  on  the  subject  of  the  fairness  of  state  taxation  of 
nonresident's  pension  income  in  cases  where  those  being  taxed  used 
to  live  and  work  in  the  taxing  state  is  respectfully  submitted. 

Respectfully, 


Paul  W.  Arcari 
Colonel.  USAF  (Ret) 
The  Retired  Officers  Assn. 
Co-Chairman 


^ 


Michael  Ouellette 

Sgt.  Major,  USA  (Ret) 

Non  Commissioned  Officers  Assn. 

Co-Chairman 
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THE        MILITARY        COALITION 

201  North  V^ihlnpanScreei 
Alecuidiia.  Vliginia  22314 

STATEMENT  OF  THE  MILITARY  COALITION 

The  Military  Coalition  would  like  to  express  its  appreciation  to  the 
Chairman  and  distinguished  members  of  the  Judiciary  Committee  for 
the  opportunity  to  present  this  statement  for  the  record  in 
furtherance  of  your  oversight  hearing  on  the  fairness  of  state 
taxation  of  nonresident  s  pension  income  in  cases  where  those  being 
taxed  used  to  live  and  work  in  the  taxing  state. 

The  statement  provided  herein  represents  the  collective  views  of  the 
following  military  and  veterans  organizations  known  as  The  Military 
Coalition,  representing  approximately  35  million  members  of  the 
seven  uniformed  services,  officer,  enlisted,  active,  reserve  and 
retired,  plus  their  families  and  survivors. 

•  Air  Force  Association 

•  Air  Force  Sergeants  Association 

•  Association  of  Military  Surgeons  of  the  United  States 

•  Association  of  the  United  States  Army 

•  Chief  Warrant  Officer  and  Warrant  Officer  Association.  United 
States  Coast  Guard 

•  Commissioned  Officers  Association 

•  Enlisted  Association  of  the  National  Guard  of  the  United  States 

•  Fleet  Reserve  Association 

•  Jewish  War  Veterans  of  the  United  Slates  of  America 

•  Marine  Corps  Reserve  Officers  Association 

•  Marine  Corps  League 

•  National  Association  for  Uniformed  Services 

•  National  Guard  Association  of  the  United  States 

•  National  Military  Families  Association 

•  Naval  Enlisted  Reserve  Association 

•  Naval  Reserve  Association 

•  Navy  League  of  the  United  Stales 

•  Non  Commissioned  Officers  Association 

•  Reserve  Officers  Association 

•  The  Military  Chaplains  Association 
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•  The  Retired  Enlisted  Association 

•  The  Retired  Officers  Association 

•  United  States  Army  Warrant  Officers  Association 

•  USCG  Chief  Petty  Officers  Association 

Mr.  Chairman,  the  Military  Coalition  as  well  as  other  concerned 
organizations  have  been  working  diligently  for  the  past  several  years 
to  remedy  what  we  collectively  consider  to  be  a  grave  injustice.  This 
injustice  allows  a  state  to  continue  to  tax  the  pension  or  retirement 
incomes  of  former  residents  once  they  leave  that  state  to  go  to 
another  jurisdiction. 

It  is  no  secret  that  the  ranks  of  retired  people  in  the  United  States 
are  growing.  With  improvements  in  health  care  and  treatment, 
retirees  are  living  longer,  more  active  lives.  They  move  more  readily 
from  one  locale  to  another,  bringing  with  them  very  little  except 
their  retirement  incomes.  Often  this  pension  or  retirement  check, 
earned  over  many  years  of  hard  work,  is  all  they  have  to  live  on.  Yet, 
Mr.  Chairman,  we  have  states  today,  who  reach  out  and  grab  a 
portion  of  that  retirement  income,  regardless  of  whether  they  have  a 
continuing  fiscal  need  to  provide  for  these  citizens  or  not. 

The  vehicle  or  method  states  use  for  this  "grab"  has  come  to  be 
known  as  a  "source  tax".  Simply  put,  a  source  tax  is  an  income  tax 
levied  on  the  total  income  earned  by  a  former  state  resident, 
regardless  of  what  or  where  the  source  of  that  income  may  be- 
either  from  sources  within  or  without  the  taxing  jurisdiction! 

Mr.  Chairman,  we  strongly  urge  the  Committee's  favorable 
consideration  for  the  plight  of  these  retirees  and  of  legislation  which 
seeks  to  abolish  this  tax  for  the  following  reasons: 

•  It  would  abolish  a  blatant  form  of  "taxation  without 
representation".  Since  the  affected  retirees  no  longer  live  in  the  state, 
derive  no  benefit  from  the  state  and  can  no  longer  vote  in  that  state, 
they  should  not  be  taxed  by  that  state; 

•  In  many  cases,  the  monies  put  into  a  retirement  fund  are 
taxed  by  the  state  at  the  outset.  To  allow  the  same  state  to  tax  it 
again  is  a  form  of  double  taxation; 

•  With  regard  to  military  personnel  and  some  federal  retirees, 
oftentimes  the  only  reason  they  were  ever  in  the  taxing  state  was  as 
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a  result  of  their  federal  or  military  employment  or  assignment 
Additionally,  these  people  are  subjected  to  multiple  moves  during 
the  course  of  their  careers,  often  living  and  working  in  several 
different  states.  Under  the  source  taxing  authority  presently  extant 
in  these  states,  it  is  entirely  possible  that,  at  the  end  of  their  careers, 
these  people  could  have  source  taxes  applied  on  their  retired 
incomes  by  each  of  these  states--simultaneously--and  yet  not  reside 
in  any  of  them  nor  derive  any  benefit  from  them; 

•    A  tax  of  this  nature  has  a  totally  chilling  affect  on  the 
individual  s  constitutional  right  to  freedom  of  movement  and  that 
freedom  of  choice  enjoyed  by  all  Americans   It  makes  former 
residents  of  source  tax  states  virtual  prisoners  of  those  states  by 
imposing  a  continuing  liability  on  their  pensions--no  matter  where 
they  go. 

Mr.  Chairman,  we  would  like  to  close  with  just  one  of  the  many 
stories  we  ve  received  on  this  subject.  An  individual  has  worked 
hard  all  of  his  life,  paid  taxes  to  his  respective  state  of  domicile, 
saved  whatever  was  left  and  invested  in  a  modest  retirement  plan. 
Now  the  day  comes  to  retire  and  realize  a  life  s  dream.  The  individual 
moves  to  a  state  with  no  income  taxes  and  lives  there  for  several 
years.  Then  one  day,  upon  opening  the  mail,  he  finds  a  letter  from 
his  former  state  announcing  that  several  thousand  dollars  in  back 
taxes  are  owed,  demanding  immediate  payment  and  threatening  the 
loss  of  home  and  property,  credit  rating,  etc.,  if  payment  is  not 
received.  Furthermore,  he  is  informed  that  taxes  will  be  owed  on  this 
retirement  income  for  the  rest  of  his  or  her  life,  because  part  or  all  of 
it  was  earned  while  working  in  the  former  state.  The  individual  then 
asks  himself  why;  why  does  he  owe  taxes  to  a  state  in  which  he 
hasn't  lived  for  several  years?  Didn't  he  pay  enough  taxes  while  he 
lived  and  worked  there?  What  is  the  former  state  doing  for  him?  Is 
he  going  to  have  to  live  out  his  days  constantly  facing  this  tax 
burden?  How  is  he  going  to  live  on  the  small  pension  he  has  earned  if 
he  has  to  pay  these  taxes  every  year  as  well  as  possibly  having  to 
pay  additional  taxes  on  any  social  security  annuity  received? 

Mr.  Chairman,  we  in  The  Military  Coalition  strongly  believe  that  the 
only  way  to  remedy  this  depressing  and  frustrating  dilemma  facing 
many  senior  retired  Americans  is  to  afford  them  the  protection  they 
have  earned  and  deserve.  And  that  way,  Mr.  Chairman,  is  to 
determine  that  such  taxation  is  patently  unfair  to  retirees,  does 
directly  or  indirectly  restrict  their  freedom  of  movement  and 
freedom  of  choice  in  where  they  may  live  and  that,  therefore  these 
forms  of  taxation  should  be  legislatively  prohibited. 
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STATEMENT  FOR  THE  RECORD 
Judiciary  Committee  Hearing  On  Source  Tax 
Bills  H.R.546  and  H.R.702 
July  22,  1993 

I,  Gregory  L.  Berry  of  45652  White  Pines  Drive,  Novi,  Michigan  hereby  submit  the 
following  to  be  included  in  the  record  cited  above: 

I  would  first  like  to  declare  that  I  do  not  rq>resent  or  belong  to  any  organized  group  on  this 
subject.  I'm  just  a  single  voice.  One  who  just  could  not  believe  that  a  fundament  foundation 
of  AMERICAN  government  is  being  violated...  No  Taxation  Without  Representation. 

I  currently  receive  a  State  of  California  pension  benefit  as  a  survivor  annuitant  from  my 
deceased  father.  He  was  a  medically  retired  sergeant  from  the  California  Highway  Patrol. 
He  elected  at  the  time  of  his  retirement,  that  I,  his  only  surviving  relative  receive  his  survivor 
pension  benefit,  which  I  continue  to  receive. 

In  May  of  1992  I  moved  my  family  to  Michigan  for  continued  employment  purposes,  since 
I  was  losing  my  job  like  so  many  other  Califomians  associated  with  the  £>efense  Industry. 
I'am  now  a  permanent  resident  of  the  State  of  Michigan. 

As  a  dutiful  tax  paying  citizen  I  knew  I  had  a  tax  liability  to  the  State  of  California  for 
income  earned  for  the  four  months  of  tax  year  1992  when  I  lived  in  California.  Upon 
contacting  the  State  of  California  Tax  Franchise  Board  I  was  made  aware  that  I  was  also  tax 
liable  for  all  the  monies  received  from  my  father  pension  benefit  for  the  entire  year,  not  just 
the  four  months  that  I  was  a  resident.  They  further  stated  that  I  would  have  to  file  and  pay 
taxes  on  this  income  no  matter  where  I  lived.  Needless  to  say  I  was  astounded  to  learn  that 
California  law  required  that  I  file  and  pay  an  income  tax  on  the  monies  generated  from  this 
pension  fund  even  though  I  was  no  longer  a  permanent  resident  of  the  State  of  California. 

I  have  no  say  in  the  government  of  the  State  of  California,  no  rights  and  benefits  of  a  resident 
of  California,  but  they  require  that  I  file  and  pay  an  income  tax  on  this  pension  benefit. 
Taxation  without  representation-AMERICANS  over  200  years  ago  fought  a  war  of 
independence  over  this  very  issue.  Now  here  we  are  today,  still  fighting  repressive  state 
governments  over  paying  taxes  without  any  representation  or  vested  interest  in  that  slate 
government. 

As  a  free  people,  AMERICANS  have  been  and  continue  to  be  a  highly  mobile  society.  We 
tend  to  have  many  places  of  residence  over  a  life  time.  What  if  every  state  enacted  similar 
laws  to  that  of  the  State  of  California?  We  would  be  paying  state  income  taxes  all  over  the 
place.  Don't  fooled  by  those  who  say  we'll  give  you  an  exemption  on  apart  of  your 
nonresident  pensions.  Elimination  of  all  source  tax  provisions  pertaining  to  pension  income 
needs  to  be  thwarted  now. 

The  time  for  Congress  to  act  is  now.  I  strongly  urge  the  members  of  this  subcommittee  to 
vote  favorably  on  both  H.R.  546  and  H.R.  702  at  the  earliest  possible  date.  Thank  you  for 
your  consideration. 


Grcgory  L.  Berry      /^ 
Novi,  Michigan 
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STATEMENT  OF  LCDR  DONNA  M.  CRISALLI,  JAGC,  USN,  ON  H.R.  546  and  II.R.  702, 
BEFORE  THE  ECONOMIC  AND  COMMERCIAL  LAW  SUBCOMMITTEE,  JULY  22,  1993 

I  am  a  tax  attorney  and  active  duty  service  member  personally  interested  in  state  taxation  of 
military  retirement  benefits.   I  have  reviewed  H.R.  546  and  H.R.  702,  as  well  as  the  companion  bill  in 
the  Senate,  S.  235.   I  have  been  advised  by  the  offices  of  the  sponsors  of  these  bills  that  they  are 
intended  to  apply  to  military  retirement  pay  (attachment  A).  As  uTitten,  the  bills  do  not  clearly 
encompass  military  retirement  pay,  and  they  should  be  amended  to  clarify  this  ambiguity. 

The  following  language  was  included  in  H.R.  546  and  H.R.  702  in  order  to  extend  the 
prohibition  against  state  taxation  of  the  pension  income  of  non-residents  to  militar.-  retirement  pay: 

(2)     For  purposes  of  paragraph  (1),  the  term  "qualified  plan"  means — 


(G)  a  governmental  plan  described  in  section  414(d)  of  such  Code,  other  than  a  plan 
established  and  maintained  by  a  State  or  political  subdivision  of  a  State,  or  an  agency 
or  instrumentality  of  either. 

This  language  does  not  describe  military  retirement  pay,  which  is  not  a  governmental  plan 
described  in  §  414(d)  of  the  Internal  Revenue  Code.  Section  414(d)  states  in  part: 

(d)  Governmental  Plan. — For  purposes  of  this  part,  the  term  "governmental  plan"  means  a 
plan  established  and  maintained  for  its  employees  by  the  Government  of  the  United  States,  by 
the  goverrunent  of  any  State  or  political  subdivision  thereof,  or  by  any  agency  or 
instrumentality  of  any  of  the  foregoing. 

The  key  term  in  this  subsection,  "plan,"  must  be  interpreted  in  context.  The  definition  in  § 
414(d)  applies  "for  purposes  of  this  part."  The  "part"  which  includes  §  414(d)  is  Title  26,  Subchapter 
D,  Part  I,  which  is  entitled  "Pension,  Profit-Sharing,  Stock  Bonus  Plans,  etc.,"  and  includes  sections 
401  through  419A.  These  sections  contain  a  myriad  of  rules,  requirements,  and  limitations  which  are 
meaningful  only  if  applied  to  pension  and  benefit  arrangements  financed  by  contributions  to  a  trust  or 
other  separate  fund.   The  purpose  of  §  414(d)  is  to  identify  certain  types  of  pension  plans  administered 
and  fimded  by  govenunental  entities  which,  while  generally  subject  to  the  rules  governing  qualified 
pension  plans,  are  exempt  from  some  of  them.  H.  Conf.  Rep.  No.  93-1280, 1974  U.S.  Code  Cong.  & 
Admin.  News  4713,  4737;  California  v.  Blumenthal,  457  F.  Supp.  1309  (E.D.  Cal.  1978);  Guiton  v. 
CIR,  97  T.C.  237  (1991).  These  goverrunent  pension  plans  consist  of  separate  trusts  or  funds  to  which 
contributions  are  regularly  made.  Rose  v.  Long  Island  Railroad  Pension  Plan,  828  F.  2d  910  (2d  Cir. 
1987);  California  v.  Blumenthal,  First  National  Bank  of  Chicago  v.  Clarke,  1991  W.L.  156082  (N.D. 
lU.). 

Military  retirement,  on  the  other  hand,  is  not  funded,  and  is  not  a  "plan"  in  such  a  sense;  it  is 
a  statutory  benefit  paid  annually  from  appropriations.  Accordingly,  H.R.  546  and  H.R.  702  should  be 
amended  by  adding  a  subsection  "(H)"  to  subsection  "(2)",  as  follows: 

(H)  retired  or  retainer  pay  of  the  uniformed  services  computed  under  Chapter  71  of 
Title  10,  U.S.  Code. 

This  amendment  would  clarify  that  the  protection  afforded  by  H.R.  546  and  H.R.  702  extends 
to  military  retirement  pay.   It  would  encompass  the  retirement  pay  of  uniformed  officers  of  the  Public 
Health  Service  and  National  Oceanographic  and  Atmospheric  Administration,  as  well  as  members  of 
the  armed  services.  Thank  you  for  considering  these  comments.  \ 


DONNA  M.  CRISALLI 
(703)  325-7928  (office) 
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Much  25. 1993 


Donna  M.  Oisalli 
3206  I7lh  St,  NJV 
Washington.  D.C  20010 

DearDoona: 

I  received  your  letter  regarding  the  failure  of  HR  546.  HR  702,  and  S  235  to  protect 
ifae  ciaitaiy  letirement  pay  adequately  from  the  imposirion  of  souice  taaaiion.  Itwas 
certainly  not  my  intent,  dot  1  am  sure  the  intent  of  Congresswoman  Vucaaovich  or  Senanr 
Reid.  to  exclude  military  retirement  pay.  This  problem  was  recendy  brought  to  my 
aaendoo  tlnough  a  visit  from  CoL  Quistopher  Giainw  (USAF,  Ret)  of  die  Renred  OSicen 
Associanon.  CoL  Giaimo  proposed  a  veiy  similar  amendment  to  that  which  you  suggested 
to  clarify  this  issue.  I  am  most  interested  in  couccting  this  apparent  problem. 

I  ^iprcciate  your  taking  die  dme  to  share  dib  problem  with  me. 

Sincenly, 


,  Jtdc^Unsoeld 

\.^___^  Meaaja  of  Qingress 


TUrpot 
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77  August   1993 

5978  Bijdy  Village  Da..,    ^702 
Long  3e.acA,   CA  90803 
Phone:  (370)  498-9407 

The.  Hono/iaLLa.  Jxick  Biook/> 

ChauAJnan,    Lconomic  &  Comm/icUxil  Law  SulL-commi.tLe£.  of.  the  HouAe  JjuoLicJXiyiy 
Comnujtteje. 

2738  RayEumn  Hou^e  JxuLicla/iy  BaJJxLLng 

Ua-fAaigton,   D.   C.   20575-6276 

SUB}€C7:  H.ou/>e.  BlU-t,  HRb46  i  HR702/   'Repeal  of.  the.  SouA.ce  lax.' 

BexjA.  RjepieAentatlve  Biook^: 

It  hfu>  /lecejvtly  ieen  iAOughi.  to  my  atteivLion  that  you  fulty  planned  to  hold 
a  hea/iing  on  the  Aulject  LiM^  on  o/i  oLout  22  }u£y  7993.     HopefulLy  ihi^ 
took  place  -  on.  uuJl  ^oon  take  place.      I  wl-fJi  to  thank  you  foa  keeping  you/i 
piom-L^e-i  to  hold  hea/Lcng4  on  thiA  i/>4>ue  dujiing  iALi  /,e/>A-ion  of  Cong/ie-i-<>. 

Ajb  you  know,    the/ie  ii  wide  Li-paAti/>an  Mippoit  foi  the  /lepeal  of  the  ^ou-ice 
tax.     I  LeJLieve  you  oAe  fully  aioofie  of  the  ineguijLie.^  and  hansLihip.'t  that 
nje^att  f/iom.  the  imposition  of  AouAce  taxes  on  pensions  of  non-/ies4dents. 
Lxjomples  of  such  inecfuiixes  and  handships  have  Lejen  supplied  to  you  in 
communicaiU.ons  fnom  otheA  concenned  cijLizenA. 

Along  with  many  othen.  votenA  acAoss  the  nation,    I  am  deeply  concerned  that 
this  unfaiA  taxing  will  continue     -  and  penhaps  even  expand  -  unless  positu.ve 
action  iJi  taken  to  stop  this  pnacti.ce.      I  have  hopes  that  youn  sul- committer. 
&  committee  will  He  in/>tAumental  in  accomplishing  this  necessuAy  action. 

I  have  nead  youn  29  }une   7993  statement  negaAding  this  tax  and  I  agnee  that 
it  is  time  fon  legislation  on  the  sulject  of  n£.peal  of  the  souAce  tax  to 
Le  expediously  moved  thnough  the  suAcommittee,    the.  full  committee,    and  the 
House  of  RepnesentativeA.      I  ieJueve  that  you  and  youn  constltuentA  will 
ie  motivated  to  accomplish  this  action  &£.cause  elected  Cong/iess  peAsons  have 
just  as  much  at  stake  as  do  most  of  us.      Specifically  -  I     am  suggesting 
that  many  (and  potentially  all)  Congness  peAAons  one  suJLject  to,    on  could 
easily  fall  pney  to,    these  souAce  ixixes.      And  I'm  quite  sune  that  you  and 
they  will  then  agnee  that  such  taxation  without  nepnesentation  is  unfain. 

It  is  my  undeAstanding  that  letteAS  such  as  this  one  will  He  entened  into 

the  necond  nelative  to  youn.  sul- committee  heading  on  this  sulject  fon  a  peA4.od 

of  one  month  aften  the  heaning.     I  hope  so  as  it  is  my  intent  to  influenc£. 

the  suL- committee  ILy  this  letteA.      The  sounce  tax  is  a  &ad  tax.     It  must 

Le  nepealed  ILefone  all  of  us  one  impacted  Hy  this  negative  (on  wonse)  and 

unfain  taxation,      {/oun  favonaMe  considenation  of  my  vteus  will  ie 

appneaiated. 

Sincenely  youAS, 

fin.   C.   Q.   QiAson 
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iiif^ioitn-"  r.o?.""  'E^ 

The  Honorable  Jack  Brooks,  Chairman 
House  Judiciary  Committee 
Room  2138  Rayburn  H.O.B. 
Washington  D.C.   20515 

Re:  Comment  for  the  Congressional  Record;  Source  Tax 

Dear  Congressman  Brooks: 

I  respectfully  urge  you  to  reject  any  proposals  which  imply  a 
federal  pre-emption  of  the  power  of  the  states  to  tax  income 
that  is  earned  within  their  borders  (a  "source  tax").  I  make 
this  request  not  because  I  favor  California's  current 
practice  in  taxing  the  retirement  pay  of  individuals  who 
reside  in  other  states,  but  because  I  believe  that  the 
problems  inherit  in  applying  the  source  tax  to  nonresident 
retirement  pay  are  state  questions  which  are  best  left  to  be 
answered  by  state  policymakers. 

I  want  to  emphasize  that  the  source  tax  issue  involves  far 
more  than  a  comity  between  California  and  those  states  that 
do  not  impose  an  income  tax.  Enactment  of  a  federal 
prohibition  assaults  the  state's  responsibility  and  right  to 
fashion  its  own  tax  system  as  long  as  its  taxing  policies  do 
not  violate  the  U.S.  Constitution.  A  basic  principle  of 
state  taxation  is  that  income  should  be  taxed  where  it  is 
earned.  The  taxing  authority  of  every  state  would  be 
undermined  by  a  federal  prohibition  of  the  states'  authority 
to  tax  retirement  income  based  on  the  source  principle. 

It  is  in  the  state  capitols  and  not  in  Washington  that 
factors  can  be  evaluated  to  resolve  the  differences  and 
inequities  related  to  the  taxing  of  nonresident  pensions. 
Federal  mandates  or  prohibitions  are  not  required. 
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For  example,  as  Vice  Chair  of  the  Assembly  Ways  and  Means 
Committee,  I  introduced  Assembly  Bill  300  into  the  California 
Legislature  this  year.  It  would  exclude  entirely  from 
California  taxation  the  first  $30,000  of  retirement  income 
received  by  a  non-resident  from  California  sources.  Based  on 
data  obtained  from  the  California  Public  Employment 
Retirement  System  (CALPERS)  -  whose  out-of-state 
beneficiaries  are,  for  administrative  reasons,  the  major 
group  susceptible  to  effective  enforcement  of  the  California 
source  tax  —  my  bill  would  exclude  virtually  all  of  those 
nonresident  retirees  from  any  California  tax  on  their  CALPERS 
pension  income . 

My  effort  to  obtain  relief  for  all  but  a  handful  of  out-of- 
state  retirees  is  supported  by  many  California  legislators 
and  by  the  Franchise  Tax  Board,  which  administers  the 
California  personal  income  tax  system.  Together,  we  will 
continue  to  work  toward  an  equitable  state  solution  to  the 
inequities  we  find  in  the  current  method  by  which  California 
taxes  pension  income. 

AB  300  is  an  effort  to  solve  the  source  tax  issue  through 
state  legislation  even  though  it  will  generate  a  revenue 
loss.  States  should  take  care  of  the  problems  associated 
with  the  state  taxation  issue.  It  is  the  states  that  are 
most  equipped,  in  this  case,  to  strike  an  equitable  balance 
among  retirees  who  leave  California,  retirees  who  remain  in 
California,  California  taxpayers  in  general,  and  the  states 
general  fund  revenue. 

Given  the  opportunity  will  adopt  a  just  solution  that  will 
provide  relief  from  this  unfair  tax  policy  while  at  the  same 
time  preserving  an  extremely  important  foundation  of  state 
autonomy . 

Sincerely, 


Paul  V.  Horcher,  Member 

California  State  Assembly,  60th  District 


248 


IA«SCMIk:M 
TOHCOwaOulr 


TOUMMNOAM 

fMLasaeu 
noasjOMNsoN 

CURT  mini  r 


CalHomla  ^^tslatnn 

^0»niilil|;  Commtttce  on 

^kiKnne  anb  QEaxidintt 

JOHAN  KLEHS 

CHMR 

HOTTHtt 


STATEMENT  OF  JOHAN  XLEBS,  CHAIR 

REVENUE  t  TAXATION  COMMITTEE 

CALIFORNIA  ASSEMBLY 

FOR  SUBMISSION  TO  THE 

HOUSE  JUDICIARY  COMMITTEE 

ECONOMIC  AND  COMMERCIAL  LAV  SUBCOMMITTEE 

Septeabcr  10,  1993 


At  Chmlr  of  th«  California  Aaaaably  R«v«au«  and  Taxation  Coaaittaa,  irtiich 
hat  juritdlction  ovtr  the  tottrca  tax  ittu*  In  the  Attaablj,  I  appreciate 
your  decltion  to  hold  bearingt  on  the  itiua  of  State  tource  taxation  of 
foracr  retidentt'  penaion  Incoao.  I  regret  that  California  vat  unable  to 
have  toaeonc  tettlfy  in  pcrton  at  the  hearing  on  July  Z2.  1993  and  atk  that 
thit  atatenent  be  aade  a  part  of  the  hearing  record. 

I  understand  there  vat  contiderable  ditcuttion  during  the  hearing  of 
California' t  enforceaent  of  itt  tource  tax  rulet  on  foraer  retidentt  iriio 
earned  their  pention  incone  tax  deferred  vhile  vorking  in  California' t. 
Thit  ttateaent  vill  tenre  to  explain  California 't  rationale  for  enforcing 
itt  source  tax  lavt  on  out-of-ttate  retireat.  and  datcribe  legitlation 
pending  in  the  State  Atteably  to  addrett  toae  of  the  practical  problaas 
found  in  the  current  sjstea. 

In  addition,  this  statenent  ditcnttet  other  recent  effortt  in  Congress  to 
restrict  State  taxing  prerogatives.  Ve  have  concerns  that  Congress  m»j 
take  a  series  of  action  on  seeningly  unrelated  issues,  at  no  expense  to  the 
Federal  treasury,  that  vould  not  only  deplete  sources  of  State  revenue,  but 
also  seriously  erode  the  legal  underpinnings  of  our  State  tax  systeas.  My 
colleagues  and  I  strongly  believe  that  states  are  auch  better  equipped  than 
the  Federal  govemaent  to  strike  the  aost  equitable  balance  on  these  types 
of  State  tax  natters. 

For  the  record,  let  ae  state  unequivocally  that  the  California  Legislature 
is  opposed  to  Federal  proposals  to  restrict  states'  use  of  the  source 
principle  of  taxation  for  the  retiraaant  Incoae  of  former  residents. 
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RATIONALE  FOR  TAXING  PENSION  INCOME  OF  FORMER  RESIDENTS 

Under  existing  state  and  federal  law,  an  employer's  contributions  to  a 
qualified  retirement  plan  on  behalf  of  employees  are  considered 
compensation  and  may  be  deducted  as  a  business  expense  by  the  employer. 
Usually,  both  employer  contributions  to  a  qualified  retirement  plan  as  well 
as  any  pre-tax  employee  contributions  and  any  accumulated  earnings 
generated  by  the  plan  are  tax-deferred  and  not  declared  as  taxable  income 
by  the  employee  until  they  are  distributed. 

Under  the  current  state  law.  California  exercises  its  taxing  powers  based 
on  two  well  established  and  constitutionally  approved  jurisdictional 
standards  —  the  residency  of  the  individual  and  the  source  of  the  income. 
Residents  of  California  are  taxed  on  all  income  regardless  of  geographical 
source  and  are  provided  credits  for  source  taxes  paid  to  another  state. 
Nonresidents  are  subject  to  source  taxation  on  income  earned  in  the  source 
state,  such  as  income  earned  due  to  business,  property  or  employment  in  the 
source  state.   Business  income  is  taxed  using  the  source  principle,  and  it 
is  the  legal  basis  for  states  and  the  U.S.  to  tax  foreign  corporations  on 
income  earned  within  our  borders. 

California  also  taxes  pension  and  annuity  income  based  on  geographical 
source.   Income,  which  is  originally  earned  in  California,  may  be  deposited 
for  retirement  in  a  nontaxable  trust  and  not  taxed  until  it  is  distributed 
by  the  pension  plan  administrator.   This  tax-deferred  income  remains 
taxable  by  California,  however,  regardless  of  the  recipient's  state  of 
residency  at  the  time  of  its  distribution. 

To  avoid  the  inequity  of  double  taxation,  if  the  state  of  residency  at  the 
time  of  distribution  also  taxes  the  pension  income  originally  earned  in 
California,  a  tax  credit,  roughly  equal  to  the  amount  of  taxes  paid  to 
California,  is  generally  available  from  the  state  in  which  the  taxpayer 
resides.   California  also  allows  an  analogous  tax  credit.   The  reciprocal 
state's  tax  credit  usually  acts  to  ensure  that  only  one  state  tax  is 
assessed  on  the  income  in  question.   Consequently,  the  source  tax  on 
pension  income  mainly  affects  those  retirees  who  work  in  California  and 
retire  to  a  state  which  does  not  impose  an  income  tax. 

Beginning  in  1988,  electronic  data  gathering  technology  was  used  to 
identify  recipients  of  pensions  from  the  California  Public  Employees' 
Retirement  System  (CalPERS)  and  the  California  State  Teachers'  Retirement 
System  (CalSTRS)  who  failed  to  file  income  tax  returns.   These  out-of-state 
pensioners  are  for  administrative  reasons,  effectively  the  only  group 
subject  to  California  enforcement  efforts.   This  inequity  between  public 
and  private  sector  retirees  occurs  because  it  is  difficult  to  obtain 
retirement  information  when  both  the  payor  and  the  payee  are  outside  the 
state  at  the  time  the  retirement  income  is  paid.   In  addition,  ERISA 
prohibits  states  from  establishing  reporting  requirements  which  exceed 
federal  requirements  for  the  administrators  of  pension  plans.   Accordingly, 
the  source  tax  is  relatively  easy  to  collect  from  non-resident  former 
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California  public  employees,  but  not  from  others. 

Legitinate  concerns  have  been  raised  that  if  federal  source  tax 
restrictions  are  enacted  for  out-of-state  retirees,  that  in-state  retirees 
could  be  reasonably  expected  to  ask  for  the  saae  tax  relief.   If  California 
were  to  provide  tax-free  retirement  income  to  all  former  residents  and  to 
in-state  retirees,  the  loss  to  the  California  treasury  as  a  result  would 
jump  from  an  estimated  $10  million  attributable  to  former  residents  to  a 
hefty  $1.2  billion  annually. 

Such  substantial  losses  in  revenues  would,  in  my  opinion,  inevitably  lead 
California  to  reconsider  its  adoption  of  federal  deferral  techniques.   If 
Congress  insists  on  limiting  states'  rights  to  tax  this  income  upon 
receipt,  and  effectively  turns  a  deferral  of  taxation  into  a  complete  tax 
exemption,  then  I  believe  there  will  be  a  major  shift  in  state  taxation  of 
pensions.   If  the  implied  contract  between  the  state  and  the  pension  plan 
participant  is  going  to  abrogated  by  the  federal  pre-emption,  then 
eliminating  the  deferral  may  be  California's  only  recourse  to  maintain 
revenues. 

PENDING  CALIFORNIA  LEGISLATION 

This  year,  the  Revenue  and  Taxation  Committee,  which  I  chair,  has  taken 
action  on  a  bill  introduced  by  Assemblymember  Paul  Horcher  to  modify  the 
current  system  for  administering  and  collecting  source  taxes  from  former 
residents.   The  intent  of  the  bill  is  to  bring  California  into  conformity 
with  other  states'  practices  that  provide  limited  relief  form  the  source 
tax  on  retirement  income.   It  effectively  excludes  the  entire  retirement 
income  of  most  low- to-moderate  income  retirees.   In  addition,  it  institutes 
an  amnesty  program  for  the  payment  of  taxes  due  on  a  nonresident's 
retirement  income  which  originates  from  employment  in  California. 

The  Committee  amended  the  original  bill  and  as  it  now  reads  it  would: 

1.  Exclude  from  California  source  income  the  first  $30,000  of  retirement 
income  originating  form  employment  in  California  and  received  by  a 
nonresident  of  California. 

2.  Establish  a  grace  period  during  which  out-of-state  retirees  could  file 
delinquent  California  tax  returns  and  pay  the  taxes  past  due  on 
retirement  income  received  form  California  sources. 

The  bill  does  not  provide  a  blanket  exclusion  of  source  retirement  income 
from  the  determination  of  California  gross  income  and  will  not  eliminate 
filing  requirements  for  all  nonresident  retirees.   Nonresident  taxpayers 
who  receive  California  source  retirement  income  also  may  receive  other 
types  of  California  source  income.   In  these  cases,  this  bill  will  not 
eliminate  the  legal  requirement  for  nonresidents,  who  receive  income  from 
California  sources  including  retirement  pay,  to  file  a  California  tax 
return.   Therefore,  this  bill  should  not  diminish  the  proper  reporting  of 
other  categories  of  California  source  income. 
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The  $30,000  exclusion  would  be  adjusted  annually  by  the  Franchise  Tax  Board 
using  the  standard  indexing  formula  which  measures  the  effects  of 
inflation.   The  exclusion  would  apply  to  any  qualified  or  nonqualified 
deferred  compensation  arrangement  and  would  apply  to  taxable  years 
beginning  on  or  after  January  1,  1993  and  before  January  1,  1996. 

The  major  complaint  from  former  resident  retirees  about  California's  source 
tax  practices  is  the  lack  of  notification  of  the  obligation  to  pay  taxes  to 
California  on  their  retirement  income  even  though  they  may  move  out  of  the 
state.   By  the  time  a  nonresident  pensioner  receives  notice  of  their  tax 
obligation,  the  accrued  tax,  penalty,  and  interest  may  be  a  financial 
hardship.   To  ameliorate  these  concerns,  the  legislation  creates  an  amnesty 
program  and  allows  for  installment  payments.   The  amnesty  program  would 
establish  an  interest  and  penalty-free  grace  period  during  which 
nonresident  taxpayers  could  file  delinquent  California  tax  returns 
reporting  the  Califomia-sourced  retirement  income  received  and  pay  the  tax 
due  on  that  retirement  income  with  no  interest  or  penalty.   The  bill  also 
authorizes  the  Franchise  Tax  Board  to  enter  into  installment  payment 
arrangements  with  taxpayers  who  come  forward  as  a  result  of  the  amnesty 
program. 

FEDERAL  PRE-EMPTION  OF  STATE  TAXING  AUTHORITY: 

Source  tax  legislation  is  one  of  a  series  of  recent  bills  introduced  in 
Congress  that  seek  to  undo  states'  tax  authority.   Those  retirees  fortunate 
enough  to  be  able  to  afford  to  move  interstate  now  join  the  growing  list  of 
other  taxpayers,  including  giant,  multistate  quasi-monopolies  and  foreign 
conglomerates,  asking  the  federal  government  to  provide  them  with  a  tax 
windfall  at  the  expense  of  already  hard-pressed  state  and  local  government 
budgets. 

In  recent  years,  there  has  been  a  dramatic  increase  in  the  number  of 
attempts  to  have  Congress  intervene  in  state  taxing  matters.   Although  the 
U.S.  Constitution  imposes  limits  on  state  taxing  authority,  particularly  in 
regards  to  interstate  and  foreign  commerce,  recent  Congressional  efforts 
have  tended  to  go  beyond  the  traditional  limits.   Our  concern  about  the 
increase  in  these  efforts  to  ask  Congress  to  step  in,  is  that  they  are, 
more  often  than  not,  more  appropriately  dealt  with  at  the  State  level. 
Proposals  to  restrict  source  taxation  typify  this  trend.   The  following 
section  briefly  summarizes  recent  efforts  to  restrict  state  taxing 
prerogatives. 

Property  Taxation  of  FCC  Licenses  and  Permits 

During  debate  on  the  recently  passed  budget  reconciliation  bill.  House  and 
Senate  conferees  agreed  to  delete  language  which  unduly  restricted  States 
and  local  governments  from  taxing  cellular  phone  property.   The  language 
was  contained  in  the  section  authorizing  the  federal  government  to  auction 
off  new  FCC  licenses.   The  preemptive  language  would  have  undermined  the 
principle  of  taxing  the  property  of  FCC  license  holders  of  fair  market 
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value,  like  all  other  property  is  valued  —  in  essence,  giving  the  cellular 
phone  industry  (and  perhaps  other  FCC  licensees)  a  major  tax  break. 

The  provision  was  included  in  the  bill  at  the  request  of  the  cellular  phone 
industry  for  the  purpose  of  clarifying  the  implicit  principle  in  the 
Communications  Act  that  prohibits  the  treatment  of  an  FCC  license  as  the 
property  of  the  licensee.   However,  the  provision  was  not  the  subject  of 
any  public  hearings  or  debate  by  any  Congressional  Committees,  let  alone 
the  committees  which  handle  state  tax  matters  generally. 

Although  the  language  appeared  innocuous,  in  fact,  its  impact  on  property 
tax  revenues  would  have  been  far-reaching  as  it  would  have  allowed  property 
tax  reductions  for  some  claimed  value  of  FCC  licenses  and  permits.   Current 
practices  treat  the  value  of  licensed  and  permits  as  intangible  rights 
which  are  not  separately  valued  for  enterprises  operating  as  a  going 
concern. 

The  California  Board  of  Equalization  (BOE)  estimated  California  could  have 
lost  as  much  as  $43  million  annually  in  property  tax  revenues. 

Fuel  Use  Tax  Collection 

Congress  passed  an  omnibus  transportation  bill  in  1991,  which  provided  a 
six-year,  $151  billion  reauthorization  of  Federal  highway  and  mass  transit 
programs.   At  the  urging  of  the  trucking  industry,  the  final  version 
contained  provisions  that  effectively  mandates  State  participation  in  the 
International  Fuel  Tax  Agreement  (IFTA)  by  September  of  1998.   IFTA  is  a 
'base  state'  program  for  the  collection,  distribution  and  auditing  of  motor 
carrier  fuel  use  taxes,  the  goal  of  which  is  to  permit  a  motor  carrier  to 
file  only  one  standard  return  with  its  state  of  legal  residence.  The  base 
state  then  distributes  taxes  owed  to  other  participating  States  and 
conducts  audits  for  them  as  well^   California  has  not  yet  become  a  member 
of  IFTA,  partially  due  to  concerns  about  inadequate  auditing  capabilities 
fotind  in  some  smaller  states. 

Under  the  preemptive  language  in  the  bill,  unless  states  join  IFTA,  they 
would  be  prohibited  from  enforcing  any  law  or  regulation  that  has  fuel  use 
tax  reporting  requirements  (including  forms  )  that  are  not  in  conformity 
with  IFTA.   Nor  would  a  state  be  able  to  require  payment  of  any  such  tax 
unless  it  were  in  conformity  with  IFTA  "with  respect  to  collection  by  a 
single  base  state  and  proportional  sharing  charged  among  the  states  where  a 
commercial  motor  vehicle  is  operated.'  Consequently,  those  states  who  do 
not  join  IFTA  will  not  be  able  to  rightfully  collect  their  state's  fuel  use 
tax  —  a  much  needed  source  of  revenue  for  the  state. 

The  original  language  allowed  for  legal  disputes  to  be  challenged  directly 
in  the  federal  district  courts.  Due  to  efforts  by  the  House  Judiciary 
Committee  conferees,  the  final  bill  was  modified  to  restate  current  law  — 
that  access  to  federal  court  would  come  only  after  all  state  remedies  had 
been  exhausted. 
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Property  Taxation  of  Interstate  Property 

In  1976,  restrictive  state  tax  language  was  contained  in  the  Railroad 
Revitalization  and  Regulatory  Reform  Act  (the  4-R  Act).   The  A-R  Act's  tax 
provision  was  intended  to  prohibit  discrimination  in  the  rates  and 
assessments  of  railroad  property  as  compared  to  other  coounercial  and 
industrial  property.   In  effect,  the  law  did  much  more.   It  gave  the 
railroads  automatic  access  to  federal  district  court  without  having  to 
first  exhaust  their  state-level  appeals;  injunctive  relief  --  which  is 
generally  otherwise  barred  by  federal  statute  --  on  the  disputed  port  i' on  of 
their  taxes;  and  tax  relief  in  other  aspects  of  taxation,  including 
valuation.   The  result  is  that  now  railroads  receive  preferential  tax 
treatment  over  all  other  taxpayers  in  virtually  all  tax  situations. 

The  A-R  Act  tax  provision  has  accordingly  undercut  the  ability  of  state  and 
local  governments  to  fairly  tax  rail  carriers.   In  particular,  the 
injunctive  relief  provision  allows  railroads  to  withhold  millions  of  tax 
dollars,  payments  which  would  fxind  county  services  and  school  districts. 
The  "other  tax  provision"  has  encouraged  rail  carriers  to  challenge  States 
on  tax  issues  ranging  from  personal  property  tax  exemptions  to  income 
taxes . 

Since  the  4-R  Act,  other  interstate  industries  have  sought  4-R  tax 
treatment.   The  bus  and  airline  industries  were  successful  in  obtaining 
pared  down  versions  of  the  4-R  Act  tax  treatment.   The  interstate  natural 
gas  pipeline,  telecommunication,  and  electric  utility  industries  have  also 
sought  relief,  but  have  been  unsuccessful  --  at  least  to  date. 

State  Taxation  of  Interstate  Bank  Branches 

In  1991,  during  debate  on  banking  reform  legislation,  sections  of  the 
proposed  legislation  to  authorize  interstate  branching  contained  provisions 
which  would  have  restricted  state  taxing  authority  over  interstate  branch 
banking.   Fortunately  for  state  governments,  interstate  branching  proposals 
did  not  survive  in  the  final  banking  reform  bill. 

The  most  serious  issue  involving  state  taxing  powers  centered  around  an 
amendment  sponsored  by  Senator  Hilliam  Roth  which  he  explained  was  "to 
preserve  the  status  quo  in  the  tax  area  in  a  neutral,  certain  and  fair 
manner."   Specifically,  Senator  Roth  was  concerned  that  a  bank  holding 
company  be  able  to  know  whether  a  subsidiary's  decision  to  branch  into 
another  state,  or  to  convert  a  bank  it  owns  into  a  branch,  would  impact  on 
other  entities  which  are  owned  by  the  holding  company  but  not  involved  in 
the  branching. 

However,  the  amendment  language  appeared  to  do  just  the  opposite,  serving 
to  limit  the  existing  authority  of  California  (and  other  states)  to  tax 
state  and  national  banks  doing  business  within  the  state.   The  Roth 
amendments  could  have  been  construed  to  mean  that  states  would  be  required 
to  tax  a  bank  branch  as  a  stand-alone,  separately  organized  entity  and  not 
as  part  of  a  aultijurisdictional  banking  enterprise.   This  would  mean  that 
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States  vould  have  to  trace  and  locate  Income  and  associated  expenses  to 
specific  jurisdictions  on  a  transaction-by-transaction  basis.   Such 
monitoring  of  all  the  transactions  that  a  branch  has  with  the  bank's 
central  operations  and  its  affiliates  would  a  practical  impossibility  given 
the  sheer  voltime  and  sophistication  of  the  fund  movements  that  occur 
between  financial  institutions. 

The  language  also  would  have  restricted  states'  use  of  combined  reporting 
as  applied  to  interstate  banks.   Combined  reporting,  which  is  used  by 
California,  permits  the  state  to  'combine*  the  income  of  all  of  the 
individual  members  of  a  unitary  business  group,  regardless  of  the  group's 
organizational  structure,  for  the  purpose  of  determining  the  tax  liability 
of  the  unitary  business  operation. 

Conclusion 

As  is  often  the  case,  federal  restrictions  of  state  taxing  authority  can  be 
traced  to  special  interests  asking  Congress  to  grant  them  tax  breaks  at  the 
expense  of  fiscally  strapped  state  coffers.   The  source  principle  has  been 
upheld  by  the  U.S.  Supreme  Court  for  decades.   In  the  absence  of  any 
compelling  Federal  Interest,  these  source  tax  restrictions  are  clearly 
«inwarranted.   Ve  respectfully  recommend  that  the  Judiciary  Committee  take 
no  action  on  source  tax  proposals  so  as  not  to  further  limit  states' 
abilities  to  adequately  provide  essential  government  services  to  our 
citizens. 

Ve  would  be  pleased  to  assist  the  Judiciary  Cotmittee  during  your 
examination  of  this  issue. 
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NATIONAL  ASSOCIATION  OF  GOVERNMENT  EMPLOYEES 

AFFILIATED  WITH  SERVICE  EMPLOYEES  INTERNATIONAL  UNION.  AFL/CIO 

2011    Crystal    Drive,    Suite    206    Arlington.    VA    22202 

703/979-0290  Fax  703/97S-0294 

July   22,    1993 

Honorable  Jack  Brooks 
Chairman,  House  Judiciary  Committee 
House  of  Representatives 
Washington,  D.C.  20515 

Dear  Chairman  Brooks: 

The  National  Association  of  Government  Employees  is  an 
affiliate  of  the  Service  Employees  International  Union,  the  fourth 
largest  union  in  the  AFL-CIO.  NAGE  represents  200,000  federal 
civilian  workers,  in  agencies  ranging  from  the  Veterans' 
Administration  to  the  Department  of  Defense  to  the  Department  of 
Transportation.  Today  we  thank  you  for  conducting  a  hearing  on  the 
Source  Tax  and  urge  its  swift  passage  by  the  House  of 
Representatives . 

An  increasing  number  of  states  currently  assess  "source  taxes" 
on  former  residents  or  individuals  who  previously  worked  within 
those  states.  According  to  the  Congressional  Research  Service,  at 
least  five  states  aggressively  look  to  impose  these  taxes,  and  as 
many  as  8  other  states  pursue  this  revenue.  Most  significantly, 
without  federal  legislation,  any  state  may  look  to  assess  these 
taxes . 

While  such  taxes  provide  revenue  to  the  state  in  which  the 
employee  previously  worked,  the  individual  is  paying  for  services 
he  does  not  use  to  a  State  in  which  he/she  does  not  vote.  Surely 
this  situation  resembles  taxation  without  representation.  We  fear 
that  financially  strapped  states  will  attempt  to  impose  this  tax 
with  greater  freguency  as  a  way  of  increasing  revenue  without 
upsetting  voters  in  their  home  state. 

To  remedy  this  situation,  NAGE  supports  both  H.R.  702, 
introduced  by  Congresswoman  Vucanovich,  and  H.R.  54  6,  introduced  by 
Congresswoman  Unsoeld,  both  of  which  would  prohibit  States  from 
imposing  an  income  tax  on  the  pension  income  of  individuals  who  are 
not  residents  or  domiciliaries  of  that  State. 

In  conclusion,  we  thank  you  for  your  leadership  on  this  issue 
and  urge  that  yo\ir  committee  approve  source  tax  legislation  and 
send  it  to  the  full  House  of  Representatives  for  consideration. 


/npiricerely,  ,  ^ 


/l>v^ 


Kenneth  T.  Lyons 
National  President 
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INTERNATIONAL  BROTHERHOOD  OF  POLICE  OFFICERS 
2011     Crystal    Drive,    Suite    206    Arlington.    VA    22202 
703/979-0290  Fax  703/979-0294  ac,  v-.r. 

AFL,  CIO 

July  22,  1993 

Honorable  Jack  Brooks 
Chairman,  House  Judiciary  Committee 
House  of  Representatives 
Washington,  D.C.  20515 

Dear  Chairman  Brooks: 

I  am  writing  to  you  on  behalf  of  the  40,000  members  of  the 
International  Brotherhood  of  Police  Officers.  The  IBPO,  an 
affiliate  of  the  Service  Employees  International  Union,  the  fourth 
largest  union  in  the  AFL-CIO,  consists  of  rank  and  file  federal, 
state  and  local  law  enforcement  officers  who  are  on  the  front  lines 
in  our  wars  on  drugs  and  crime  in  America.  Today  we  thank  you  for 
conducting  a  hearing  on  the  Source  Tax  and  urge  its  swift  passage 
by  the  House  of  Representatives. 

An  increasing  number  of  states  currently  assess  "source  taxes'* 
on  former  residents  or  individuals  who  previously  worked  within 
those  states.  According  to  the  Congressional  Research  Service,  at 
least  five  states  aggressively  look  to  impose  these  taxes,  and  as 
many  as  8  other  states  pursue  this  revenue.  Most  significantly, 
without  federal  legislation,  anv  state  may  look  to  assess  these 
taxes. 

While  such  taxes  provide  revenue  to  the  state  in  which  the  law 
enforcement  officer  previously  worked,  the  individual  is  paying  for 
services  he  does  not  use  to  a  State  in  which  he/she  does  not  vote. 
Surely  this  situation  resembles  taxation  without  representation. 
We  fear  that  financially  strapped  states  will  attempt  to  impose 
this  tax  with  greater  frequency  as  a  way  of  increasing  revenue 
without  upsetting  voters  in  their  home  state. 

To  remedy  this  situation,  the  IBPO  supports  both  H.R.  702, 
introduced  by  Congresswoman  Vucanovich,  and  H.R.  546,  introduced  by 
Congresswoman  Unsoeld,  both  of  which  would  prohibit  States  from 
imposing  an  income  tax  on  the  pension  income  of  individuals  who  are 
not  residents  or  domiciliaries  of  that  State. 

In  conclusion,  we  thank  you  for  your  leadership  on  this  issue 
and  urge  that  your  committee  approve  source  tax  legislation  and 
send  it  to  the  full  House  of  Representatives  for  consideration.  I 
respectfully  request  that  this  letter  be  part  of  the  written  record 
of  the  July  22,  1993  hearing. 

incerely. 


Kenneth  T.  Lyons 
National  President 
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STATEMENT 
by 
CHIEF  MASTER  SERGEANT  BOB  MILLER,  USAF  (RET) 
LEGISLATIVE    AFFAIRS    MANAGER 
of    the 
AIR  FORCE  SERGEANTS  ASSOCIATION 
before     the 
SUBCOMMITTEE  ON  ECONOMIC  AND  COMMERICAL  LAW 
COMMITTEE  ON  JUDICIARY 
UNITED  STATES  HOUSE  OF  REPRESENTATIVES 

on 
"SOURCE  TAXES- 
JULY    22,    1993 


Mister  Chainnan  and  distingmshed  conunittce  members,  thank  you  for  the  oppor- 
tvmity  to  present  views  on  behalf  of  the  167,000  members  of  the  Air  Force  Sergeants 
Association  (AFSA);  our  members  are  active  duty,  retired  and  veteran  enlisted  per- 
sonnel of  the  Air  Force,  Air  National  Guard  and  Air  Force  Reserve.  Over  200  years 
after  being  a  major  cause  of  the  American  Revolution,  taxation  without  representa- 
tion is  still  victimizing  the  citizens  of  this  coimtry.  It  is  extremely  difficult  for  many 
of  us  to  comprehend  that  stotes  have  been  allowed  to  levy  taxes  (called  "Source 
Taxes")  against  people  who  do  not  live  in  that  state.  AFSA  firmly  supports  the  pas- 
sage of  legislation,  such  as  H.R.  702,  H.R.  546  or  H.R.  411,  introduced  by 
Representatives  Unsoeld,  Vucanovich  and  Stump,  respectively,  that  would  ban  or 
restrict  the  ability  of  states  to  tax  the  pension  incomes  of  individuals  who  are  no 
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longer  residents  ot  that  state.   The  source  tax  is  grossh  untair  ana  unethical,  and  one 
of  our  highest  priorities  is  to  see  an  end  to  this  unfair  law. 

Most  susceptible  to  this  unfair  tax  are  former  active  duty  militarv  personnel  who 
moved  frequently  during  their  career.  After  they  leave  the  military  service,  they 
may  be  searched  out  by  several  states  eager  to  raise  revenue  bv  taxing  their  retired 
pay.  What  is  even  more  unfair  for  these  patriots  is  the  fact  that  thev  moved  into 
and  out  of  each  state,  not  by  personal  choice  but  by  rr.ilitarv  orders  The  Soldiers 
and  Sailors'  Civil  Relief  Act  has  protected  service  memoers  in  regard  to  domicile  is- 
sues by  defining  domicile  as  the  location  at  which  a  member  entered  the  service. 
California  interpretation  of  residency  guidelines  (Caliiornia  Revenues  and  Taxation 
Code,  Section  17014)  is  that  your  state  of  residence  is  where  vou  have  your  closest 
connections,  and  expands  the  list  of  "tests"  that  determine  residency.  These  tests 
now  include  registering  to  vote  in  California,  filing  tor  a  homeowner  s  exemption 
or  getting  a  divorce  through  the  California  courts.  Other  state  governments  are 
watching  California  with  keen  interest  for  possible  application  or  broader  residency 
applications  in  their  state  as  well.  As  a  matter  of  pohcv,  DOD  urges  all  members  of 
the  Armed  Forces  to  vote.  In  the  recent  general  elecuon,  voter  participation  in  the 
military  was  at  an  all-time  high  —  much  higher  than  the  general  population. 
Additionally,  it  has  long  been  held  that  one  of  the  best  investments  members  can 
make  for  their  families  is  the  purchase  of  their  own  home.  Wouldn't  it  be  tragically 
ironic  if  we  continued  to  allow  these  brave  men  and  women  to  be  victimized  by 
source-taxing  states  for  doing  what  is  right  for  their  country  and  their  families? 
Although  source-taxing  apparently  is  legal  according  to  current  law,  there  are  many 
reasons  why  the  law  should  be  changed.  Some  of  those  reasons  are: 
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•  Former  residents  paid  income  taxes  while  living  in  the  state.  Because  they  no 
longer  live  there,  receive  state  services  no  longer  have  any  voter  representation, 
former  residents  should  not  be  subject  to  taxation  without  representation. 

•  Federal  annuitants  paid  applicable  state  taxes  on  contributions  to  their  retire- 
ment plan.  Thus,  source-taxing  is  a  form  of  double  taxation. 

•  The  source  tax  is  applied  discriminatorily.  In  1989,  the  U.S.  Supreme  Court 
ruled,  in  Davis  vs.  Michigan  Dept.  of  Treasury,  that  states  must  tax  all  state,  local 
and  federal  government  retirees  alike.  In  reality,  only  those  individuals  from  states 
like  California,  who  can  be  tracked  down  through  a  computer  network,  are  actually 
subject  to  the  tax  —  all  others  are  not. 

•  On  occasion,  individuals  relocate  to  a  state  that  also  has  a  personal  income  tax. 
Unless  there  is  a  reciprocal  agreement  between  the  two  states  involved  to  allow 
payment  in  only  one  state,  they  could  be  liable  for  taxes  to  both  their  current  domi- 
cile (residence)  state  and  their  former  state  of  residence. 

•  Apparently,  there  is  no  escape  from  the  tax  man  even  though  individuals 
move  to  a  state  having  no  personal  income  tax  (Alaska,  Connecticut,  Florida, 
Nevada,  New  Hampshire,  South  Dakota,  Tennessee,  Texas,  Washington  and 
Wyoming),  as  they  will  still  be  expected  to  pay  the  personal  income  tax  levy  required 
by  the  "source  tax"  state  they  once  served  in.  In  cases  of  non-compliance  with  the 
source  tax  state,  liens  are  brought  against  personal  property  and  fines  can  be  assessed 
through  the  host  state  or  the  Internal  Revenue  Service  (IRS).  California  and  other 
source  tax  states  have  a  variety  of  means  available  to  them  for  collecting  out-of-state 
levies.    Among  the  most  popular  of  these  are  collection  agencies;  court  liens  against 
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bank  accounts,  current  wages  and  other  income;  threatening  seizure  of  cars,  hon^es 
and  other  personal  property;  and,  by  withholding  pension  payments  from  the 
source  (private  company  or  the  federal  government).  Residents  of  California  can  be 
taxed  on  all  income,  regardless  of  its  source,  but  non-residents  are  taxed  on  the 
source,  regardless  of  residence.  Furthermore,  California  only  taxes  non-residents' 
pensions  received  within  the  state,  although  it  calculates  the  tax  based  on  total  in- 
come, which  can  substantially  raise  the  tax  bill  if  the  retiree  has  other  income. 
Essentially,  the  source  tax  is  exacted  by  the  state  wherein  the  former  resident  worked 
and  earned  the  pension  aimuity. 

In  summary,  the  hardships  imposed  upon  military  retirees  because  of  source  tax 
states  is  an  atrocity  and  must  be  stopped.  Because  we  cannot  rely  on  the  states  to 
change  their  laws,  the  members  of  this  committee  and  all  of  Congress  have  become 
the  only  source  for  relief  and  fairness  to  these  undeserving  victims;  and,  the 
Congressional  Resource  Service  has  reported  that  "...  Congress,  under  its  com- 
merce power,  may  legislate  to  modify  or  to  displace  state  regulatory  or  taxing  author- 
ity insofar  as  it  applies  to  interstate  commerce  ...  it  may  enact  its  ov^m  policy  notions 
and  define  in  its  discretion  what  constitutes  interferences  with  interstate  com- 
merce." 

In  closing,  Mr.  Chairman,  AFSA  strongly  urges  the  committee  to  accept  the  many 
statements  of  testimony  to  end  this  unfair,  discriminatory  and  economically  devas- 
tating practice.  Thank  you  for  considering  AFSA's  views. 
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Mr.  Chairman  and  Members  of  the  Subcommittee  on  Economic  and 
Commercial  Law,  the  Fleet  Reserve  Association,  an  organization  of 
171,000  members  of  the  Sea  Services,  stands  in  support  of  pending 
legislation  before  the  Judiciary  Committee  that  would  limit  the 
ability  of  several  states  to  tax  the  disbursements  of  qualified 
pension  plans  (Source  Tax) .   Specifically,  the  Fleet  Reserve 
Association  enthusiastically  supports  H.R.  702  and  H,R.  546 
sponsored  by  U.S.  Representatives  Unsoeld  and  Vucanovich  respec- 
tively. 

This  issue  may  seem  to  many  members  of  Congress  as  only  an 
issue  affecting  public  sector  retirees  but  this  issue  extends  to 
both  active  duty  and  retired  military  personnel.   At  the  outset, 
it  seems  appropriate  to  point  out  that  an  indispensable  prerequi- 
site to  imposition  of  a  tax  on  nonresidents'  retirement  income  is 
that  the  particular  nonresidents  concerned  must  have  had  some 
jurisdiction-conferring  contact  with  the  State  imposing  the 
source  tax. 

Active  duty  military  personnel  are  sent  into  states  that 
impose  source  taxes  without  the  knowledge  of  source  taxes  or 
their  implication.   It  seems  particularly  appalling  that  while 
military  members  are  stationed  within  the  jurisdiction  of  source 
taxing  states  they  are  acquiring  a  liability  to  that  state  only 
because  the  federal  government  sent  them  there  for  military  duty. 

In  determining  its  right  to  tax  an  individual,  a  State 
frequently  looks  to  see  whether  the  individual  has  claimed 
benefits  based  on  domicile  or  has  exercised  his  or  her  right  to 
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vote  -  a  strong  indication  of  domicile.   Military  members  would 
be  hard  pressed  to  rebut  assumptions  of  domiciliary  from  source 
taxing  states  because  of  the  very  nature  of  their  vocational 
choice.   Military  members  would  out  of  necessity  use  the  services 
of  the  community  in  which  they  live.  They  are  at  risk  for  state 
source  tax. 

Since  many  States  are  now  challenging  any  change  of  domicile 
and  requiring  proof  of  such  changed  domicile,  the  burden  of  proof 
falls  upon  the  military  service  member  to  rebut  his/her  legal 
domicile.   It  should  be  noted  that  a  legal  "domicile"  and  the 
"home-of-record"  as  used  within  the  Armed  Forces  are  not  always 
identical.   The  "home-of-record"  is  normally  used  to  designate 
the  place  to  which  a  service  member  may  be  entitled  to  mileage 
reimbursement  upon  separation,  and  is  not  always  the  legal 
domicile. 

It  seems  a  little  ironic  that  source  taxing  States  are  left 
to  the  establishment  of  legal  domiciliary  conditions.   The  Soldi- 
ers' and  Sailors'  Civil  Relief  Act  has  protected  service  members 
in  regards  to  domicile  issues  by  defining  domicile  as  the  loca- 
tion at  which  a  member  entered  the  service.   It  appears  that  the 
Act  does  not  go  far  enough  in  explaining  exactly  what  constitutes 
a  change  of  domicile.   This  must  be  addressed  by  the  Congress  in 
order  for  our  servicemembers  to  know  exactly  how  to  proceed  when 
making  changes  of  duty  stations  and  establishment  of  residences. 
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Congress  should  at  the  very  minimum  spell  out  in  very  great 
detail  what  a  change  of  domicile  is  in  respect  to  state  source 
taxes. 

California's  interpretation  of  residency  guidelines  (Cali- 
fornia Revenues  and  Taxation  Code  Section  17014)  state  that  your 
state  of  residence  is  where  you  have  your  closest  connections, 
and  expands  the  list  of  "tests"  which  determine  residency.   These 
tests  now  include  registering  to  vote  in  California,  filing  for  a 
homeowners'  exemption  or  getting  a  divorce  through  the  California 
courts.   Other  state  governments  are  watching  California  with 
keen  interest  for  possible  application  of  broader  residency 
applications  in  their  state  as  well. 

Mr.  Chairman,  the  source  tax  is  oppressive,  unfair  and 
discriminatory.   The  Boston  Tea  Party  and  the  Revolution  occurred 
because  of  unreasonable  taxation  without  representation.   Con- 
gress must  resolve  this  situation  as  soon  as  possible;  our 
military  retirees  deserve  no  less. 

The  Fleet  Reserve  Association  calls  upon  Congress  and  the 
Administration  to  repeal  this  unfair  tax. 


265 


NATIONAL  ASSOCIATION  FOR  UNIFORMED  SERVICES 

5535  HEMPSTEAD  WAY 

SPRINCHELO.  VA  22151-4094 

(703)  750-1342 

F»  (703)  354-4380 

TAr  Swnictmtmbtr' I  Voia  iit  Gotrmuia' 

EtIablMtd  196B 


Statement  of 
Major  General  James  C.  Pennington,  USA  (Ret) 

President 
The  National  Association  for  Uniformed  Services 

Before  the 

Subcommittee  on  Economic  and  Commercial  Law 

Committee  on  Judiciary 

U.S.  House  of  Representatives 

July  22.  1993 

State  Taxation  of  Non-resident's  Pension  Income 


socimr  OF  miutahy  wioows 

(MDIIMrt  1M4) 


Mr.  Chairman,  and  members  of  the  subcommittee,  I  welcome  the 
opportunity  to  present  the  views  of  the  National  Association  for  Uniformed 
Services  and  the  Society  of  Military  Widows.  The  National  Association  for 
Uniformed  Services  represents  all  grades  and  branches  of  uniformed  services 
personnel,  their  spouses  and  survivors.  Our  nationwide  association  includes 
active,  retired,  reserve  and  National  Guard,  disabled  and  other  veterans  of  the 
seven  uniformed  services:  Army,  Marines,  Navy,  Air  Force,  Coast  Guard,  Public 
Health  Service,  and  the  National  Oceanic  and  Atmospheric  Administration.  Our 
affiliate,  the  Society  of  Military  Widows  is  an  active  group  of  women  who  were 
married  to  uniformed  services  personnel  of  all  grades  and  branches  and 
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spectrum  of  military  society.  With  such  membership,  we  are  able  to  draw 
information  from  a  broad  base  for  our  legislative  actixaties. 

SOURCE  TAX  UNFAIR 

The  ability  of  a  state  to  levy  a  source  tax  on  the  retirement  income  of  a 
retiree  who  no  longer  resides  in  that  state  is  unfair  and  inequitable.  The  source 
tax  can  have  a  very  detrimental  impact  on  retired  military  members  and  their 
spouses.  Military  members  do  not  have  a  choice  in  their  duty  stations.  By  law, 
they  must  serve  where  deployed. 

Source  taxation  is  taxation  without  representation.  The  person  has  no 
vote  or  voice  in  the  government  of  a  state  which  is  levying  the  tax.  No  services 
are  being  provided  to  the  individual  who  is  being  taxed  by  a  state  in  which 
he/she  is  no  longer  a  resident. 

Source  taxes  can  dramatically  affect  the  standard  of  living  of  elderly 
retirees  who  are  shocked  by  receiving  overwhelming  tax  levies  from  a  state  in 
which  they  have  no  legal  residency  and  for  which  they  had  no  idea  they  had 
any  legal  liabihty  to  pay. 

There  have  been  incidents  of  retirees  who  don't  find  out  for  years  that 
they  owe  taxes.  By  that  time  they  owed  many  thousands  of  dollars  which  they 
could  never  pay. 

Some  states  use  collection  agencies  or  even  garnish  checks.  This  kind  of 
harassment  can  be  particularly  devastating  to  law-abiding  senior  citizens  who 
often  have  a  hard  time  existing  on  the  pensions  that  provide  their  sole 
existence. 
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The  National  Association  for  Uniformed  Services  and  the  Society  of 
Military  Widows  strongly  supports  legislation  which  would  ban  the  source  tax. 
We  urge  the  members  of  this  subcommittee  to  support  such  legislation  which 
would  resolve  this  issue.  It  is  particularly  important  to  ensure  that  military 
members  and  their  spouses  are  protected  from  this  imfair  tax. 
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My  name  is  Robert  Scully,  I  am  the  Executive  Director  of  the 
National  Association  of  Police  Organizations,  (NAPO).  NAPO  represents 
over  140,000  police  officers  in  over  2000  police  associations 
throughout  the  country.  I  thank  Chairman  Brooks  and  the  members  of  the 
Subcommittee  for  having  this  hearing  on  a  matter  that  clearly  has  the 
potential  of  touching  and  effecting  the  retirement  life  style  of  every 
police  officer  and  every  American  citizen  who  will  or  is  currently 
relying  on  income  from  a  qualified  pension  system. 
BACKGROUND ; 

A  source  tax  arises  when  a  state  tries  to  tax  the  pension 
income  of  those  who  once  worked  in  that  state  but  then  chose  to  retire 
elsewhere.  In  other  words,  the  state  is  attempting  to  "source"  that 
income  back  to  the  state. 

According  to  the  Congressional  Research  Service,  at  least 
five  states  aggressively  look  to  impose  these  taxes.  As  many  as  13 
states  require  companies  to  report  annual  payments  to  pension  plans. 
And  without  federal  legislation,  any  state  may  look  to  assess  these 
taxes. 

The  retires  who  are  asked  to  pay  these  taxes  are  no  longer 
living  in  the  state  that  attempts  to  impose  them.  Thus  they  are  asked 
to  pay  taxes  to  a  state  that  provide  them  no  government  services,  and 
they  have  absolutely  no  recourse  at  the  ballot  box  to  determine  how 
their  tax  money  is  used.  Also,  these  people  are  being  double  taxed 
because  they  pay  taxes  to  the  state  in  which  they  currently  reside.  And 
in  Washington  and  other  non- income- tax  states,  there  is  no  way  for  them 
to  credit  source  taxes  paid  on  their  income  tax  return- 
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Washington  State  passed  a  law  in  1991  to  prohibit  source 
taxes,  but  that  still  does  not  stop  other  states  from  attempting  to 
impose  them.  Only  federal  legislation  would  effectively  do  so.  Legal 
experts  have  determined  that  Congress  has  the  authority  to  limit  these 
source  taxes  --  and  past  efforts  by  Congressman  Unsoej.d  and  others  have 
narrowly  failed. 
CURRENT  STATUS: 

In  the  102nd  Congress,  three  pieces  of  legislation  were 
introduced  to  resolve  this  problem.  Senator  Reid  (D-NV)  attached  his 
bill  to  the  Omnibus  Tax  Bill  and  this  amendment  passed  the  Senate. 
Unfortunately,  the  underlying  measure  did  not  become  law,  because  of 
President  Bush's  veto.  Senator  Bentsen  (D-TX)  then  included  a  revised 
reversion  of  the  source  tax  in  the  subsequent  version  after  the  tax 
bill  (HR.  11).  This  revision  was  removed  in  the  conference  report. 
NAPO  POSITION: 

Thus  far  in  the  103rd  Congress  three  bills  have  been 
introduced  which  state  in  part  "No  State  may  impose  an  income  tax  on 
the  qualified  pension  income  of  any  individual  who  is  not  a  resident  or 
domiciliary  of  such  state."  NAPO  strongly  supports  and  will  continue 
to  actively  pursue  "Source  Tax"  legislation  as  found  in  H.R.  546, 
H.R.  702   and  S.  235. 

Once  again,  Mr.  Chairman,  I  thank  you  for  the  opportunity  to 
submit  the  views  of  the  National  Association  of  Police  Organizations  on 
this  issue  that  is  of  paramount  importance  to  all  retired  people  and 
future  retirees. 
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Mr.  Chairman,  Members  of  the  Subcommittee,  thank  you  for 
scheduling  this  hearing  today  to  explore  the  issue  of  source 
taxes.   On  behalf  of  the  150,000  members  of  the  Nacional  Treasury 
Employees  Union,  I  appreciate  this  opportunity  to  share  our  views 
on  the  subject  of  states  taxing  the  pension  income  of  former 
residents. 

A  majority  of  states  currently  have  laws  on  their  books  that 
permit  them  to  reach  beyond  their  borders  to  collect  taxes  on 
pension  income  received  by  former  residents.   Currently,  only  a 
handful  of  states  have  actually  activated  their  laws  and 
aggressively  pursue  former  residents.   In  many  cases  these  states 
have  been  driven  to  collecting  source  taxes  in  a  desperate 
attempt  to  make  up  for  lost  revenue  within  their  own  borders. 
The  lingering  recession  has  generated  economic  conditions  which 
make  source  taxes  a  viable  alternative  for  filing  state  coffers. 
The  general  economic  dommtum,  coupled  with  what  are  increasingly 
large  state  budget  deficits,  means  that  absent  federal 
legislation,  source  taxes  are  likely  to  become  even  more 
frequently  used  by  states  as  a  source  of  revenue  in  the  future. 

The  state  of  California  is  by  far  the  most  aggressive 
collector  of  source  taxes.   Not  only  does  California  hit  up 
unsuspecting  pensioners  for  the  back  taxes,  but  the  state 
assesses  penalties  as  well  as  daily  interest  charges  on  the 
balance  o%fed.   Furthermore,  when  computing  what  it  believes  to  be 
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the  amount  of  taxes  owed,  the  California  Franchise  Tax  Board 
bases  the  tax  rate  on  the  retiree's  total  out  of  state  income  — 
not  just  the  pension,  or  portion  of  the  pension  earned  in  the 
state.   In  this  way,  the  retiree's  entire  annual  income  is 
effectively  taxed. 

Oftentimes,  the  retiree  first  becomes  aware  of  his  tax 
obligations  to  a  former  state  many  years  after  retiring  or 
leaving  the  state.   The  bill  may  arrive  carrying  years  of  back 
taxes,  penalties  and  interest.   It  is  not  difficult  to  imagine 
how  this  could  come  as  quite  a  surprise  to  the  unsuspecting 
retiree  on  a  fixed  and  limited  income.   It  is  wrong  for  states  to 
levy  such  burdens  on  retirees  who  happen  to  be  former  residents 
and  it  is  wrong  for  the  federal  government  to  condone  the  policy. 
The  source  taxes  that  several  states  now  actively  pursue  are 
particularly  aggravating  and  unfair  to  the  retiree  who  may  have 
purposely  retired  to  a  state  that  does  not  levy  a  personal  income 
tax  in  order  to  preserve  a  greater  portion  of  his  or  her  limited 
retirement  income.   It  is  as  unfair  to  view  the  nation's  retirees 
as  "cash  co%ra"  to  bolster  state  tax  revenues  as  it  is  wrong  for 
the  federal  government  to  practice  equally  offensive  budget 
tactics.   The  Fiscal  Tear  1994  Budget  Reconciliation  legislation 
currently  under  Congressional  consideration  contains  a  three 
month  delay  in  the  cost  of  living  adjustment  for  federal  retirees 
for  the  next  three  years.   In  addition,  the  legislation  seeks  to 
subject  a  greater  portion  of  Social  Security  benefits  to  taxation 
for  those  '%«ealthy"  retirees  with  incomes  over  $32,000.   These 
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events,  too,  create  hardships  for  individuals  on  fixed  incomes 
with  little  or  no  opportunity  to  supplement  their  retirement 
incomes . 

With  source  taxes,  the  individual  has  no  advance  notice  of 
taxes,  penalties  and  interest  owed  to  a  former  state.   The 
affected  retiree  no  longer  has  access  to  state  services,  no 
longer  uses  schools  or  roads  and  is  no  longer  given  a  voice  at 
the  ballot  box  as  to  how  his  or  her  tax  dollars  are  spent.   While 
it  is  true  that  the  retiree  once  had  access  to  these  state 
services,  the  individual  paid  his  or  her  fair  share  of  taxes  to 
the  state  while  a  resident.   As  a  nonresident,  all  tax  liability 
to  the  former  state  should  rightly  cease. 

The  burden  of  source  taxes  is  particularly  onerous  for 
public  sector  retirees.   States  often  have  more  ready  access  to 
employment  records  for  public  sector  retirees  and  increasingly 
source  taxes  are  being  levied  on  this  group.   For  those  employed 
by  the  federal  government,  it  is  not  uncommon  to  hold  federal 
positions  in  several  different  states  during  the  course  of  a 
career.   If  a  federal  retiree  settles  in  a  state  that  does  not 
assess  a  personal  income  teuc,  that  individual  could  well  find 
himself  receiving  tax  liability  notices  from  each  state  where  he 
resided  during  his  %«orking  career  —  each  seeking  taxes  on  the 
portion  of  the  pension  earned  in  that  particular  state. 
Americans  are  a  very  mobile  people,  moving  from  state  to  state 
and  often  job  to  job.   As  states  continue  to  face  uncertain 
economic  futures,  the  day  may  not  be  far  off  when  a  retiree  might 
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be  required  to  file  numerous  state  income  tax  returns  to  satisfy 
each  state  where  pension  rights  were  earned.   The  economic  and 
personal  hardships  this  practice  may  increasingly  le\rj'  on 
unsuspecting  retirees  must  be  addressed  by  Congress.   At  a 
minimum,  the  capacity  of  states  to  levy  source  taxes  on  those 
with  limited  abilities  to  alter  their  incomes  must  be  restricted. 
I  urge  this  Subcommittee  to  address  the  source  tax  questions 
and  act  on  the  legislation  pending  before  this  Congress  without 
delay.   Thank  you  again  for  this  opportunity  to  share  our 
concerns . 
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WASHINGTON.  DC    20037  (202)862-4020 


August  9,  1993 


By  Hand  Dgljygry 

The  Honorable  Jack  Brooks 
U.S.  House  of  Representatives 
Chairman,  House  Judiciary  Committee 
Subcommittee  on  Economic  and  Commercial  Law 
B  353  Raybum  House  Office  Building 
Washington,  D.C.  20515 

Re:  The  July  22,  1993  Oversight  Hearings  by  the 
Subcommittee  on  Source  Taxation  -  tibe 
State   Taxation  of  Pension  Income  of 
Nonresident  Retirees 

Dear  Mr.  Chairman: 

Attached  is  a  statement  for  the  record  submitted  on  behalf  of  the  members 
of  the  Profit  Sharing  Coxmdl  of  America.  The  Coimdl  has  for  many  years  represented 
employees  who  sponsor  profit  sharing  plans  and  401(k)  plans.  Currently  there  are  over 
1,200  members  sponsoring  plans  covering  2,00,000  employee-participants. 

The  Council  favors  a  bar  to  state  taxation  of  pensions  by  persons  who  are 
no  longer  residing  in  the  taxing  state.  The  statement  submitted  by  the  Council  briefly 
discusses  the  problems  presented  for  plan  administrators  because  of  the  way  the  several 
pending  bills  propose  to  bar  state  taxation  are  drafted.  The  Council  urges  an  outright 
ban  on  state  taxation  of  any  part  of  the  pension  income  of  nonresidents. 

Respectfully  yours. 


David  L  Wn^  / 

President 

Profit  Sharing  Council  of  America 
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12SS  23rd  street  N  W..  SUITE  500 

WASHINGTON.  D.C.  20037  (202)  862  4020 


State  taxation  of  non-resident  benefits:  an  onerous  burden  on  the  U.S. 
retirement  system 

The  Profit  Sharing  Council  of  America  (PSCA)  urges  that  Congress 
prohibit  states  from  imposing  income  taxes  on  payments  from  retirement  plans  to  non- 
residents. 

PSCA  is  a  national,  non-profit  association  of  1,200  pront-sharing  and 
401(k)  companies  and  their  2  million  employees.  Established  in  1947,  PSCA  represents 
its  members'  interests  to  federal  policymakers  and  offers  assistance  with  plan  design, 
administration,  investment,  compliance  and  communication. 

Attempts  by  various  states  to  tax  the  retirement  beneHts  of  non-residents 
raises  two  concerns  among  PSCA  member  companies:   the  unfairness  of  such  taxes  to 
plan  beneficiaries;  and  the  lack  of  records  to  determine  such  tax  liability. 

Unfairness  to  plan  beneficiaries 

Allowing  states  to  tax  the  retirement  beneflts  of  a  person  who  resides 
outside  the  state  simply  because  that  person  worked  within  the  state  at  some  point 
during  his  or  her  career  creates  an  enormous  and  complex  filing  burden  for  taxpayers, 
as  well  as  the  potential  for  multiple  taxation  of  the  same  income.  People  who  work  in 
several  locations  during  their  careers,  whether  with  the  same  employer  or  with  several 
different  companies,  may  have  to  file  half-a-dozen  or  more  returns. 
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Further,  to  avoid  multiple  taxation  or  to  prevent  their  Tmal  employer's 
state  from  assessing  income  taxes  on  their  entire  beneHt,  retirees  would  have  to 
substantiate  what  portion  of  their  beneHt  is  allocable  to  each  state  where  they  worked  -- 
a  frustrating,  if  not  impossible,  task  because  employers  do  not  maintain  such  records, 
and  never  have.   In  addition,  retirement  benefits  frequently  do  not  accrue  ratably  over  a 
working  career,  especially  when  they  are  based  on  attained  age,  length  of  service  or  final 
compensation  at  the  time  of  retirement.   It  therefore  would  appear  to  be  impossible  to 
devise  an  apportionment  scheme  acceptable  in  all  50  states. 

Administrative  and  compliance  burden  for  plan  sponsors 

The  records  necessary  to  properly  administer  such  a  tax  system  do  not 
exist.  Employers  would  have  to  determine  and  then  track  what  portion  of  each 
separating  participant's  benefit  was  earned  in  what  state  and  issue  reports  to  each 
beneficiary  and  to  each  state.   Defined-benefit  pension  plans  would  have  to  calculate  the 
value  of  a  participant's  benefit  for  each  state  in  which  he  or  she  worked,  as  well  as 
calculate  the  overall  benefit.   Defined-contribution  plans,  such  as  profit-sharing  and 
401(k)  plans,  would  have  to  create  separate  accounts  by  state  for  each  participant  in 
order  to  properly  allocate  employer  contributions,  employee  contributions  and 
investment  earnings.   Employers  currently  do  not  maintain  such  record  systems. 

Further,  because  many  plans  have  begun  to  accept  rollovers  from  other 
qualified  plans,  employers  would  be  responsible  for  tracking  not  only  the  retirement 
benefits  they  provide,  but  also  those  of  a  participant's  past  employers.  A  1992  PSCA 
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survey  found  that  61.5  percent  of  respondent  plans  accept  rollovers;  a  1991  Gallup  poll 
found  that  10.8  percent  of  people  aged  18  to  54  eligible  to  receive  lump-sum 
distributions  transferred  them  from  their  former  employer's  plan  to  their  new  employer's 

plan. 

Another  problem  is  the  costly  and  complicated  administrative  burden  that 
the  varied  compliance  requirements  of  different  states  will  place  on  plan  sponsors. 
Indeed,  one  of  the  reasons  why  Congress  passed  the  Employee  Retirement  Income 
Security  Act  of  1974  (ERISA)  was  to  create  one  federal  jurisdiction  for  retirement  plans 
and  avoid  conflicting  and  duplicative  regulation  by  all  50  states. 

Why  HLR.  702  is  not  the  solution 

While  PSCA  strongly  supports  preemptive  federal  legislation  that  prohibits 
states  from  taxing  non-residents  on  retirement  benefits  typically  earned  over  working 
careers  in  multiple  geographic  locations,  H.R.  702  is  not  the  answer.   A  dollar-limit 
prohibition  (in  this  case,  $25,000  per  year,  per  retiree)  would  not  alleviate  extremely 
difficult  apportionment  issues,  nor  would  it  avoid  the  very  real  potential  for  multiple 
state  taxation  of  the  same  income.   In  addition,  a  dollar-limit  prohibition  would  not  ease 
administrative  and  compliance  burdens.  PSCA  opposes  H.R.  702  because  it  codifies  by 
inference  the  ability  of  states  to  tax  the  retirement  income  of  non-residents  above  a 
deflned  amount.  The  only  solution  is  complete  prohibition. 

Currently,  only  a  few  states  are  asserting  a  right  to  tax  the  retirement 
benefits  of  non-residents.  However,  unless  congress  takes  legislative  action  to  stop  states 
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from  assessing  these  taxes,  most  states  will  adopt  this  practice  and  the  ensuing  chaos 
will  trigger  plan  terminations  and  sharply  reduce  voluntary  employee  participation. 

Vfe  urge  Congress  to  recognize  the  reality  that  the  records  necessary  to 
correctly  calculate  tax  liability  state-by-state  do  not  exist,  and  to  support  legislation  that 
entirely  precludes  states  from  taxing  the  retirement-plan  benefits  of  non-residents. 
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